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Coming—Critics of the corporate income 
tax structure have been vociferously de- 
manding sharp reductions in the rates paid 
by business. Yet, Professor John C. Clen- 
denin's article shows that the corporations’ 
high-calorie tax diet has not damaged their 
health. Average profit percentages earned 
by corporations on their stockholders’ net 
worths in 1952-1956 are approximately the 
same as those of 1926-1929, 1936-1937 
and 1940. 


Section 306 of the 1954 Code put some 
crimps into the preferred stock bail-out 
device. Don V. Harris’ article studies this 
section, delineates the boundaries of Sec- 
tion 306 stock and describes some present 
uses of preferred stock dividends. 


The recent one-year extension of excise 
tax rates that would otherwise have de- 
creased on April 1 makes timely the criti- 
cism of the philosophy of excise taxation 
by Benjamin M. Parker. 
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Administrative... 


FEDERAL 
TAXES 


An installment furniture dealer had a fire 
in his store. He had business interruption insurance. One hun- 
dred and thirty days of the time the store was closed were in 
one fiscal year and six days were in the following fiscal year. 
The Commissioner contended that the income from the insur- 
ance should be prorated—130/136 of the insurance to be returned 
in the first fiscal year and 6/136 to be returned in the second 
fiscal year. The dealer contended that the insurance should be 
treated as income from sales reported in the year received. The 
court held that business interruption insurance is designed to 
pay the amount of profits that would have been earned had 
there been no interruption caused by fire. The insurance is 
substituted for profits earned, not for sales that would have 
been made. The right to receive the amount of loss became 
fixed at the time of the fire. So the court held that the appor- 
tionment of the proceeds of the insurance made by Commissioner 
was correct.—Cappel House Furnishing Company v. U. S., 56-1 
ustc § 9376 (DC Ohio). 


Ir IS A CRIME to operate a handbook in 
Illinois, but rent and salaries paid by a bookmaker there are as 
deductible as they are for any other business, the Seventh Circuit 
ruled, affirming a Tax Court decision. The Commissioner had 
tried to get the expenses disallowed because they were paid in 
violation of state law. The court said he acted inconsistently by 
approving deductions for telephone and wire service, supplies, 
and the like. The wages and rent were distinguished from such 
expenses as bribes paid federal officers, which are not deductible. 
—Commissioner v. Doyle, 56-1 ustc J 9441 (CA-7). 


Ir you borrow money from your wife and 
you intend to deduct the interest from your income tax, be sure 
that the evidence of the indebtedness contains a definite deter- 
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minable date on which the principal falls due. (She'll probably 
renew the note if it can’t be paid in full.) The relationship 
between the husband and wife may be such that a formal 
instrument or note is not needed or wanted, but the absence of 


such note makes it difficult to prove that a bona-fide obligation 
exists.—U. S. v. Virgin, 56-1 ustc § 9371 (CA-5). 


» 2 HEY are cutting Hill v. Commissioner, 50-1 
ustc ff 9310, pretty thin. See Kamins, CCH Dec. 21,624, 25 TC —, 
No. 144. Under Hill, expenses were allowed which were 
expended by a public school teacher in attending summer school. 
The expenses were incurred “to maintain her present position, 
not to attain a new position; to preserve, not to expand or 
increase; to carry on, not to commence.” Kamins needed a 
doctorate but expenses to obtain it were disallowed on a narrow 
application of the above-quoted phrase to Kamin’s position. 


JANITORS! Include rental value of free 
apartment in gross income.—Dietz, CCH Dec. 21,629, 25 TC —, 
No. 147. 


Just BECAUSE a farmer’s opening inven- 
tory figure is not the same as his closing figure for the previous 
year does not necessarily mean the opening figure is wrong. 
When, in fact, the closing figure is proved incorrect and the 
opening figure correct, the thing to do is to correct the wrong 
figure, not force the farmer to use the incorrect figure —Page, 
CCH Dec. 21,627(M), 15 TCM 287, 


In 1952, the Tax Court decided that salary 
was not business income. Two years later it overruled this hold- 
ing when it held that the salary of a teacher was business income. 
Now the Second Circuit, in Folker v. Johnson, 56-1 ustc § 9323, 
has held that a taxpayer cannot offset nonbusiness losses against 


his salary for net operating loss computation purposes. In com- 
puting net operating losses, only nonbusiness income can be set 
off against nonbusiness losses. 


Suprc ISE YOU OWN an income-producing 
oil contract and owe a sizeable debt. If you could temporarily 
assign the contract to your creditor, until the income paid off 
the debt, you could save taxes—providing he had to pay the 
income taxes, The Fifth Circuit has reversed a trial court which 
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said a taxpayer realized no income from the contract while it was 
in the hands of his creditor, The taxpayer paid for a $115,000 
home by transferring an oil contract temporarily to the builder 
for two years. It was a transfer of anticipated income, not a 
sale of a capital asset, the Fifth Circuit ruled—Commissioner v. 


Hawn, 56-1 ustc J 9400 (CA-5). 


Coincidentally, on the same day Hawn was decided, a district 
court in the Fifth Circuit reached an opposite result in a case 
involving the same issue. The taxpayer was the estate of a 
recently deceased owner of substantial oil interests. About 
$10 million was needed to pay federal estate taxes and state 
inheritance taxes. The money was paid for the temporary assign- 
ment of the oil interests until such time as royalty payments dis- 
charged the debt. It was a bona-fide sale, said the federal court, 
and the royalties were not taxable income to the estate-—O’Con- 
nor v. Scofield, 56-1 ustc J 9397 (DC Tex.). 


Five PER CENT of gross sales seems like 
a fair enough rental for a retailer to pay for his business premises. 
And, of course, the amount paid under such an agreement should 
be deductible as an ordinary and necessary business expense. In 
two recent Tax Court cases it did not work out that way. Each 
case involved a retail liquor dealer who rented a building from 
a parent under a 5 per cent-of-sales agreement. Each building 
had formerly rented for less than $150 a month. Business was 
good (there were only three liquor retailers in the community), 
and rentals well over $15,000 a year were paid by each dealer for 
the tax years in issue. The Tax Court approved deductions for 
rental expense of only $3,600 in each case. Reason: The dealers 
could not show that continued use of the premises was depend- 
ent upon payment of more than $3,600 a year.—Davis, CCH 
Dec. 21,666, 26 TC —, No. 4; Wender, CCH Dec. 21,667(M), 15 
TCM 416. 


BaseEBALLITIS afflicts most of us at this 
time of year, but a fan involved in a recent tax controversy 
probably had his infection inflamed to the incurable stage. At 
one of the many games he attended, his ticket won a new auto- 
mobile in a drawing. Still another stroke of luck came his way 


when a federal court, noting his contentions that he would have 
attended the game car or no car and that it had been advertised 


” 


that the car would be “given away,” ruled that he did not have 
to pay income taxes on his prize.—Fernandez v, Fahs, 56-1 ustc 


{ 9410 (DC Fia.). 
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Charles K. Rice, New 
Head of Tax Division . . . 


Tax Laws and Rulings 


Washington Tax Talk 


Our Cover 


Featured on our cover this month is 
Charles K. Rice, recently appointed by the 
President as assistant attorney general in 
charge of the Tax Division of the Depart- 
ment of Justice. Mr.- Rice succeeds H. 
Brian Holland, who resigned, effective Jan- 
uary 31, 1956, to return to private law prac- 
tice in Boston. Mr. Rice’s nomination to 
succeed Mr. Holland was sent to the Senate 
on January 9, 1956. His appointment was 
confirmed by the Senate on March 1, 1956. 

Mr. Rice, like his predecessor, is well 
qualified for his new position as assistant 
attorney general. He has specialized in the 
federal tax law since 1936, and has a well- 
grounded knowledge of the federal tax sys- 
tem and how it functions. He has served 
as first assistant in the Tax Division since 
June 8, 1953, and the duties of his present 
position are not strange to him. Mr. Rice 
has appeared before the Supreme Court as 
government counsel in four major tax cases 
since 1953, including the recently decided 
Corn Products Refining Company case. The 
government received favorable decisions 
from the Court in each of these cases. 


“Since 1953,” Mr. Rice stated, “a major 
objective of the Tax Division has been the 
reduction of the backlog of pending work. 
The backlog commenced to rise in 1946 
and increased every year thereafter until 
by 1953 it had tripled in size. This was 
mainly due to the great increase in the 
amount of tax litigation which ensued after 
World War II. In 1954, the Tax Division 
brought this increase in backlog virtually 
to a halt and, in 1955, achieved the first 
reduction in backlog in a decade. This was 
accomplished in the face of the highest vol- 
ume of incoming business in the history of 
the Division. While the trend of new work 
is steadily upward, it is hoped that in the 
current fiscal year an even greater reduc- 
tion in backlog will be accomplished. The 
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Tax Division will bend every effort in this 
direction.” 


The Tax Division of the Department of 
Justice, which Mr. Rice now heads, has juris- 
diction over federal tax litigation, civil and 
criminal, in the United States district courts, 
the United States Court of Claims, the 
United States courts of appeals, the various 
state courts, and, upon assignment by the 
Solicitor General, the Supreme Court of 
the United States. The conduct of tax liti- 
gation by the Tax Division under Mr. Rice’s 
supervision is centralized in Washington 
and delegated to the various United States 
attorneys throughout the United States. 


The Tax Division of the Department of 
Justice is responsible for all civil and crimi- 
nal tax matters, except prosecution of vio- 
lations of the liquor, narcotic and wagering 
tax laws, which are the responsibility of 
the Criminal Division of the Department of 
Justice. The operations of the Tax Divi- 
sion resulted in more than 600 persons 
being convicted of criminal violations of the 
federal income tax laws in 1955, an all- 
time high. The criminal cases, however, 
account for only about 15 per cent of the 
business of the Tax Division. The remain- 
ing 85 per cent of the cases are civil tax 
suits of various types, principally suits by 
taxpayers to recover refunds of taxes paid. 


The President 


The President inked two tax laws during 
the past month. On March 29 he signed 
H. R. 9166, the “Tax Rate Extension Act 
of 1956” (Public Law 458, Eighty-fourth 
Congress). Discussed in this section last 
month, the new law extends for one year 
the present 30 per cent normal tax on cor- 
porations and all excise taxes scheduled 
for reduction on April 1. These excise 
taxes fall on motor fuels; motor vehicles, 
including automobiles, trucks, busses, trailers, 
semitrailers, and parts and accessories; 
liquor; beer; and cigarettes. 
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On April 2, the farmers’ gas tax refund 
act (H. R. 8780) became Public Law 466 
upon the President’s approval. The act re- 
lieves farmers from excise taxes on gasoline; 
diesel fuel and special motor fuels used on 
their farms for farming purposes. The re- 
lief is made retroactive to December 31, 1955. 


The method of achieving the tax relief 
varies. Farmers will continue to pay fed- 
eral taxes on their gasoline purchases, but 
are exempted from paying such taxes on 
diesel and special motor fuels after April 3. 
Refunds on the gasoline tax will be made 
for an annual period ending June 30; the 
farmer must file his claim for refund on or 
before September 30 of each year. This 
year the farmer will file a claim for refund 
for the period from January 1 to June 30, 
1956. 


Claims for refunds on taxes paid on diesel 
and special motor fuels purchased between 
January 1 and April 3 may also be made 
this year, 


While no particular records are required 
to be kept to substantiate refund claims, 
the Internal Revenue Service, by authoriza- 
tion, has announced that records should be 
sufficient to permit verification of claims. 


Where excessive refunds are claimed, the 
law establishes a special civil penalty of 
two times the excessive amount claimed or 
$10, whichever is greater. If the taxpayer 
can show reasonable cause for the excessive 
claim, he may avoid the penalty. 


The Congress 


On April 12, the House agreed to Senate 
amendments to H. R. 6712 and the bill was 
sent on to the President for approval. The 
bill would permit capital gain treatment of 
corporation income from the subdivision of 
real property if (1) neither the corporation 
nor any stockholder is a real estate dealer 
and (2) the property has been acquired in 
connection with foreclosure proceedings. 


The House has sent two bills to confer- 
ence, following their passage with amend- 
ments by the Senate. The first of these 
bills, H. R. 5265, which would exempt much 
foreign travel from the 10 per cent excise 
tax on transportation, was discussed in this 
section last month. Committee amendments, 
which were noted there, were modified 
somewhat on the floor of the Senate. The 
floor amendment to the bill reinstituted in 
modified form an original House provision 
that exempted travel between the United 
States and Alaska and Hawaii from the tax. 


310 


May, 1956 @ 


The second of the two bills sent to con- 
ference is H. R. 7247, which provides for the 
nonrecognition of gain to a railroad cor- 
poration where its property is transferred 
solely for stock or securities in another 
railroad corporation, in connection with 
specified receivership or reorganization pro- 
ceedings. 


The House Ways and Means Committee 
has reported with amendments H. R. 9075, 
the Highway Revenue Act of 1956. The 
bill would amend the 1954 Code to provide 
additional revenue to finance the Admin- 
istration-sponsored road bill (H. R. 8836) 
by upping tax levies on motor fuel, trucks, 
truck trailers, busses and tires. 


Ordered reported by the Ways and Means 
Committee is H. R. 9083, which would ex- 
tend the cutoff date for the fast amortiza- 
tion of grain storage facilities from December 
31, 1956, to December 31, 1958. 


The Commissioner 


The version of the guaranteed annual wage 
negotiated in the glass industry has been 
approved by the Internal Revenue Service 
for tax purposes. Three special rulings were 
issued by the Service on March 22. These 
hold that contributions by the employer 
under a glass industry plan are deductible 
by him as business expenses. The contri- 
butions were held to constitute supplemental 
wage payments to the employee. As sup- 
plemental wage payments, the contributions 
were held to be subject to withholding and, 
also, to be taxable under the Federal In- 
surance Contributions Act and the Federal 
Unemployment Tax Act. 


Inauguration of the plans in the glass 
industry are, in part, contingent upon re- 
ceipt of a favorable ruling as to the de- 
ductibility of employer contributions. 

The glass industry’s version of the guar- 
anteed annual wage is considerably differ- 
ent from that in the automobile industry. 
In the glass industry, the employer con- 
tributes five cents an hour to employee 
trust funds, with each employee’s account 
being considered a separate trust. Payments 
into the individual employee’s account con- 
tinue until the sum of $600 is reached. 
Payments are then stopped and do not re- 
sume until the employee has had occasion 
to draw upon the account. An employee 
may withdraw money from his account dur- 
ing periods of unemployment and also for 
periods of sickness. Further, each em- 

(Continued on page 316) 
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Achieving Uniformity 
Among the 11 Courts of Last Resort 


By PETER K. NEVITT 


With tables illustrating the recent pattern of reversals 

of Tax Court decisions (one third of the time) by the various courts of appeals, 
the avihor makes graphic the problem on which he bases his contentions: 

(1) lf the Tax Court is to serve as an effective unifying influence on the 

courts of appeals, more finality must be given its decisions. (2) The most 

practical way to uniformity among the courts of appeals is 

through increased review of their decisions by the Supreme Court. (3) If 

uniformity cannot be achieved thus, limiting review of Tax Court decisions 

seems plausible, but a solution without a very encouraging history. 





~. HOULD the United States courts of ap- Per cent 
\ peals be allowed to conduct trial de novo Circuit Aff’d Rev'd Split? Rev'd’ 
in reviewing decisions of the Tax Court? 1 13 9 1 40.9 
Congress will soon have to face up to this > > . > 
. a ; > tae 2 74 20 2 21.3 

question. The present broad review of Tax J 
: No i “Ss 3 48 26 0 33.2 
Court decisions by the courts of appeals is 4 >] m4 . - 
resulting in large numbers of reversals “ ? . . on 
which, in turn, are resulting in a multitude 2 38 31 é 45. 
of inconsistencies in the interpretation and 6 50 28 0 35.9 
enforcement of the tax laws. The Supreme 7 12 17 0 58.6 
Court lacks the time or willingness to re- 8 21 13 0 38.2 
solve these inconsistencies. 9 46 18 1 28.1 

In the four years 1952 through 1955, the 10 20 + 0 16.7 
courts of appeals affirmed and reversed the DS. 3 3 1 50. 
Tax Court, where the taxpayer appealed, —— —- —— 
as follows:’ Total.. 346 176 9 33.7 

1 Orders of the Tax Court are included. Dis- ? Decisions in this category were neither 
missals or settlements by stipulation are not clear-cut affirmances nor reversals. 
included. Where two cases involving the * Per cent reversed of the total cases clearly 


same issue were decided consecutively, they reversed or affirmed. 
were counted as one case. The government 
jointly appealed a few of these cases. 
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Except for the Sixth Circuit, the number 
of affirmances and reversals remained fairly 
constant for each of the circuits over the 
three years. After January 1, 1953, the 
Sixth Circuit reversed 24 decisions, while 
affirming only 27. 


Decisions which the government alone 


appealed were affirmed and reversed as 
follows: 
Circuit Aff’d Rev'd 

1 3 0 
2 15 15 
3 17 2 
4 2 6 
5 14 3 
6 4 l 
7 8 1 
8 1 0 
eee 9 a 
10 3 0 
BD. 6. 0 0 


Although it is admittedly difficult to for- 
mulate any conclusions in regard to the 
courts of appeals from a mere comparison 
of the number of decisions affirmed with 
the number reversed without knowing the 
facts and background of each particular 


*It is possible to bring a taxpayer within the 
jurisdiction of a circuit court which favors 
taxpayers generally or in particular types of 
cases. Section 7482(b) of the Internal Revenue 
Code of 1954 provides that Tax Court cases are 
to be reviewed by the court of appeals for the 
circuit in which the taxpayer filed his return 
and Section 6091(b)(1) of the Internal Revenue 
Code of 1954 provides that an individual shall 
file his return in the collection district where 
either his legal residence or his principal place 
of business is located. A taxpayer's legal resi- 
dence is where he is domiciled (Pietro Crespi, 
CCH Dec. 11,845, 44 BTA 670 (1941)), which 
means where he resides. He may temporarily 
leave his domicile and reside elsewhere without 
losing his domicile, so long as he intends to 
return. Charles C. Gates v. Commissioner, 
52-2 usrc 7 9505, 199 F. (2d) 291 (CA-10). Thus 
a New York taxpayer who winters in Florida 
every year would be able to establish his resi- 


312 





May, 1956 ®@ 


case, it is apparent from the comparisons 
above that,(1) taxpayers stand a good 
chance of obtaining reversals of adverse de- 
cisions of the Tax Court in the courts of 
appeals and (2) some circuits tend to favor 
either taxpayers or the government more 
than do other circuits. 


Tax practitioners are well aware that the 
large number of reversals by the courts of 
appeals has resulted in inconsistent en- 
forcement of the tax laws. A particular circuit 
court’s attitude toward a certain transaction 
is reflected within its jurisdiction in Tax 
Court decisions and in settlements with the 
Commissioner as well as in its decisions, 
even though its position may be contrary 
to that of the other circuits.* It is, of course, 
unfair that a transaction in one section of 
the country should be taxed differently from 
an identical transaction in another section 
of the country. One of the main reasons 
that our system of income taxation works 
successfully is the general attitude of most 
taxpayers that they do not mind paying 
taxes so long as everyone else is similarly 
taxed. There is little argument that uni- 
formity of application is, therefore, essential 
to the enforcement of revenue laws. 


dence in Florida, file his returns there and 
enjoy the favorable climate of the Fifth Cir- 
cuit rather than risk the cool atmosphere of 
the Second Circuit. 

A corporation is required by Section 6091 
(b)(2) of the Internal Revenue Code of 1954 to 
file its returns in the collection district in 
which its principal place of business or prin- 
cipal office is located. The place where books 
and records needed to prepare the returns are 
located is regarded as the principal piace of 
business (T. D. 2090, December 14, 1914). 

There is no danger that a timely petition for 
review filed in the wrong circuit court will be 
dismissed for want of jurisdiction. Where a 
court of appeals for one circuit declines to hear 
a case for lack of jurisdiction, suit can still be 
brought in another circuit even though the 
time for filing an appeal has expired (Jndus- 
trial Addition Association v. Commissioner, 45-1 
ustc { 9127, 323 U. S. 310). 
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How May Uniformity Be Achieved? 


Inasmuch as the courts of appeals have 
demonstrated that they are unable to achieve 
consistent decisions by themselves, an out- 
side unifying influence must be exerted upon 
them. 

Supreme Court.—Uniformity can easily 
be achieved if the Supreme Court will grant 
certiorari in more tax cases. In recent years 
the number of tax cases considered by the 
Supreme Court has greatly declined as its 
case load of constitutional and administra- 
tive law questions has increased. During its 
past four terms, the Court has reviewed 
only five decisions of the courts of appeals 
in cases originating in the Tax Court.’ 
Thus far in the present term, it has decided 
one case and granted certiorari in three 
other cases originating in the Tax Court.° 


One of the reasons that the Supreme 
Court may believe that review of tax cases 
is relatively unimportant is the Commission- 
er’s disturbing habit of failing to follow 
adverse decisions even though he has no 
case law in his support of his position. The 
Supreme Court may feel that its failure to 
grant certiorari to the government in a 
case is of little significance, since the gov- 
ernment is free to continue asserting a 
position contrary to the appealed decision 
of the court of appeals. 


Legislation requiring the Commissioner 
to follow Tax Court decisions and court of 
appeals decisions which he does not appeal 
would place appeals for certiorari in tax 
cases reaching the Supreme Court in a new, 
significant light. There would then be no 
excuse for waiting for a conflicting case. 
Denial of certiorari in such cases would re- 
sult in the decision appealed from becom- 
ing the law of the land. The issue would be 
clearly drawn for Congress if it wished to 
correct the decision. 





5 Counting conflicting cases as one case, the 
Supreme Court reviewed three cases originat- 
ing in the Tax Court during its October, 1954 
term: Commissioner v. Glenshaw Glass Com- 
pany, 55-1 ustrc { 9308, 348 U. S. 426, and Gen- 
eral American Investors Company, Inc. v. 
Commissioner, 55-1 ustc § 9309, 348 U. S. 434; 
Lewyt Corporation v. Commissioner, 55-1 ustc 
1 9460, 349 U. S. 237; Commissioner v. Estate of 
Louis Sternberger, 55-1 ustc { 11,504, 348 U. S. 
187; no cases during its October, 1953 term; 
three cases during its October, 1952 term: 
F. Donald Arrowsmith et al. v. Commissioner, 
52-2 ustc { 9527, 344 U. S. 6; Hdwin EF. Healy 
et al. v. Commissioner and Commissioner v. 
Hall C. Smith, 53-1 ustc { 9292, 345 U. S. 278; 
Ernest A. Watson et al. v. Commissioner, 53-1 
ustc § 9391, 345 U. S. 544; one case during its 
October, 1951 term: Thomas B. Lilly et al. v. 
Commissioner, 52-1 ustc { 9231, 343 U. S. 90; 
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The confusion eliminated by doing away 
with “nonacquiescence” in itself would be 
almost as beneficial as the unifying influ- 
ence it would have upon the courts of 


appeals. 

Congress.—Congress can “review” deci- 
sions of the courts of appeals by legislation 
correcting misinterpretations and resolving 
conflicts and by the passage of private laws, 
but its review alone is not direct enough to 
bring about uniformity. Congress is able 
to achieve uniformity, however, by creating 
a court to handle tax questions exclusively 
and limiting the review by the courts of 
appeals of its decisions. Indeed, it estab- 
lished the Tax Court for that purpose. The 
unifying influence of the Tax Court has been 
largely lost over the years, however, as its 
decisions have been subjected to a broad 
review. 


Dobson revisited—The history of the 
scope of review of Tax Court decisions by 
the courts of appeals is a stormy one. The 
Board of Tax Appeals, as the Tax Court 
was known prior to 1942, was established 
in 1924 as an agency of the executive branch 
of the government, and its findings of fact 
were at first only prima-facie correct." In 
1926, Congress provided for a direct appeal 
of the Board’s decisions to the courts of 
appeals, and limited review of its decisions 
to questions of law." The line between ques- 
tions of law and questions of fact is a thin 
one, however, and with the encouragement 
of the Supreme Court ® the courts of appeals 
on many occasions reviewed questions of 
fact, subsequent to 1926, under the guise of 
questions of law.” As the number of cases 
handled by the Board of Tax Appeals and, 
subsequently, the Tax Court increased, the 
number of appeals also increased to the 
point where the Supreme Court came to 
the realization that it was unable to review 
all of the decisions of the courts of appeals 





and one case during its October, 1950 term: 
Cornelia Harris v. Commissioner, 50-2 ustc 
{ 10,786, 340 U. S. 106. 

*Corn Products Refining Company v. Com- 
missioner, 54-2 ustc { 66,082, 215 F. (2d) 513 
(CA-2), aff'd, 55-2 usrc { 9746, rehearing den., 
January 9, 1956; Commissioner v. LoBue, 55-1 
ustc 7 9505, 223 F. (2d) 367 (CA-3); Millinery 
Center Building Corporation v. Commissioner, 
55-1 ustc { 9377, 221 F. (2d) 322 (CA-2); and 
Commissioner v. Southwest Exploration Com- 
pany, 55-1 ustc { 9279, 220 F. (2d) 58 (CA-9). 

t Revenue Act of 1924, Sec. 900(g). 

8 Revenue Act of 1926, Sec. 1003(b). 

* Arthur G. Bogardus v. Commissioner, 37-2 
ustc § 9534, 302 U. S. 34. 

%” For example, Margaret M. Edson v. Com- 
missioner, 1930 CCH { 9284, 40 F. (2d) 398 
(CCA-8); and Bertha K. Bynum et al. v. Com- 
missioner, 40-2 ustc { 9559, 113 F. (2d) 1. 
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that required review, In the celebrated de- 
cision of Dobson v. Commissioner, 44-1 ustc 
7 9108, 320 U. S. 489 (1943), written by 
Justice Jackson, the Supreme Court at- 
tempted to reduce the number of appeals 
and inconsistencies developing between the 
circuits by restricting review of Tax Court 
decisions by the courts of appeals to “clear- 
cut mistakes of law.” 


The Dobson case proved to be no panacea. 
It quickly became one of the most contro- 
versial Supreme Court cases of all time. 
Some of the courts of appeals were delighted 
with the Dobson decision as an excuse to 
unburden themselves of the task of review- 
ing all Tax Court decisions, even though 
questions of law might be involved. Other 
courts of appeals which had always looked 
upon the Tax Court with considerable sus- 
picion, fostered in part by the idea that the 
Tax Court was an encroachment by the 
executive branch of the government upon 
the judicial branch, were appalled by what 
they regarded as a surrender of their powers. 
Cries of anguish also greeted the Dobson 
case from other quarters, by those who felt 
that it was unfair that wealthy taxpayers 
who could pay their taxes should be able to 
sue in the district courts and have unlimited 
review, while taxpayers who lacked funds 
to pay their taxes had to sue in the Tax 
Court and be subject to limited review.” 
Actually, the Dobson opinion was entirely 
consistent with the intent of Congress when 
it passed the Revenue Act of 1926, which 
was to grant a “body of experts” “exclu- 
sive power finally to determine the 
facts upon which tax liability is based” and 
to limit appellate review “to what are com- 
monly known as questions of law.” ” The 
Dobson case came as a shock because the 
courts had to some extent ignored that in- 
tent over the intervening years.” 


11 93 Congressional Record A3279-A3281 (1947). 

2H. Rept. 1, 69th Cong., 1st Sess. (1926), 
p. 19; 19 S. Rept. 52, 69th Cong., Ist Sess. 
(1926), pp. 36-37. 

18 See cases cited in footnotes 9 and 10. 

1% Revenue Act of 1954, Sec. 7482(a); Revenue 
Act of 1939, Sec. 1141(a), as amended by Pub. 
L. 773, 80th Cong., 2d Sess., Sec. 36. 

%In his dissenting opinion in F. Donald 
Arrowsmith, cited at footnote 5. 

1°94 Congressional Record 8500-8501 (1948). 
This report did not attempt to draw the dis- 
tinction between a question of law and a 
question of fact, and stated that it did not need 
to do so because that distinction was ‘‘well- 
established in the law, and one with which 
lawyers and judges have long been familiar.’’ 
The Supreme Court in the Dobson case had 
declared : 

‘‘Perhaps the chief difficulty in consistent and 
uniform compliance with the congressional 
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Congress heeded the pleas of the oppo- 
nents of the Dobson doctrine, however, and 
rejected it by enacting the present statute 
in 1948, which provides that the courts of 
appeals are authorized to review decisions 
of the Tax Court “in the same manner and 
to the same extent as decisions of the dis- 
trict courts in civil actions without a jury.” ™ 
Justice Jackson aptly referred to the pas- 
sage of this statute as “the gelding of Dob- 
son v. Commissioner.” * 


An informal report prepared by the House 
Committee on the Judiciary, which was in- 
serted into the record to show the Congres- 
sional intent in passing this legislation, 
noted that the statute was intended to re- 
store review of Tax Court cases to its pre- 
Dobson status.* Actually, it sanctioned a 
broader review than had been allowed prior 
to Dobson. Although there had formerly 
been no statutory authority for reviewing 
questions of fact, the report stated that Con- 
gress intended questions of fact to be re- 
viewable to a limited extent. 


Furthermore, Rule 53(a) of the rules of 
civil procedure for the district court provided 
then, as now, that the courts of appeals may 
overrule “clearly erroneous”™ findings of 
fact when reviewing district-court civil ac- 
tions without juries. 


Armed with the Congressional rejection 
of the Dobson case and given for the first 
time statutory authority to examine ques- 
tions of fact, some of the courts of appeals 
have commenced to conduct trial de novo 
in appeals from the Tax Court. The entire 
record, as well as the facts and law, have in 
many instances been reviewed and reinter- 
preted with no more attention being paid to 
the Tax Court’s findings or opinion than to 
the Commissioner’s determination. This has 
been especially true in recent years when 


limitation upon court review lies in the want 
of a certain standard for distinguishing ‘ques- 
tions of law’ from ‘questions of fact’. This 
is the test Congress has directed, but its diffi- 
culties in practice are well known and have 
been subject of frequent comment. Its diffi- 
culty is reflected in our labeling some questions 
as ‘mixed questions of law and fact’... and 
in a great number of opinions distinguishing 
‘ultimate facts’ from evidentiary facts.’’ 


17 The Supreme Court has stated that a find- 
ing of fact is ‘‘clearly erroneous’’ when ‘‘al- 
though there is evidence to support it, the 
reviewing court on the entire evidence is left 
with the definite and firm conviction that a 
mistake has been committed.'’ (U. 8. v. United 
States Gypsum Company et al., 333 U. S. 364, 
395 (1948). Although the bounds of this defini- 
tion are anything but clear, it is the most 
frequently cited definition today. 
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the Supreme Court has lacked time to re- 
view decisions of the courts of appeals.” 


With such unbridled review, it is not sur- 
prising that the present situation has arisen 
in which the courts of appeals reverse the 
Tax Court one third of the time, with at- 
endant inconsistencies among the circuits 
in the interpretation and enforcement of the 
tax laws. This is exactly what Justice Jack- 
son, in the Dobson case, predicted would 
occur if review of the Tax Court decisions 
was not in some way limited.” Review of 
Tax Court decisions is now much broader 
than it was prior to the Dobson case.” 

Tax Court as unifying influence.—lIf the 
Tax Court is to be an effective unifying in- 
fluence upon the courts of appeals, more 
finality must be given to its decisions. The 
Tax Court performs the three basic func- 
tions of any trial court: It (1) determines 
the facts, (2) interprets the law and (3) ap- 


% For example, Simeon Sharaf v. Commis- 
sioner, 55-2 ustc { 9565, 224 F. (2d) 570 (CA-1); 
Ruth W. Dyer et al. v. Commissioner, 54-1 ustc 
{ 9280, 211 F. (2d) 500 (CA-2); Andrew Mutch 
v. Commissioner, 54-1 ustc { 9165, 209 F. (2d) 390 
(CA-3); Julian E. Ross v. Commissioner ,55-2ustc 
{| 9773 (CA-5); Sam EH. Wilson, et ux., v. Commis- 
sioner, 55-1 ustc § 9200, 219 F. (2d) 126 (CA-5); 
John L. Ashe, Inc. v. Commissioner, 54-2 ustc 
{ 9472, 214 F. (2d) 13 (CA-5); William D. West 
et al. v. Commissioner, 54-2 ustc { 9480, 214 F. 
(2d) 300 (CA-5); Estate of Claude E. Dorsey, Sr. 
et al. v. Commissioner, 54-2 ustc { 9481, 214 F. 
(2d) 294 (CA-5); Anthony V. Thomas v. Com- 
missioner, 55-1 vustc { 9509, 223 F. (2d) 88 
(CA-6); EB. H. Sheldon & Company v. Commis- 
sioner, 54-2 ustc { 9526, 214 F. (2d) 655 (CA-6); 
Loesch & Green Construction Company v. Com- 
missioner, 54-1 vustc { 9261, 211 F. (2d) 210 
(CA-6); Powell Foundation v. Commissioner, 
55-1 ustc { 9398, 222 F. (2d) 68 (CA-7); Wilson 
Athletic Goods Manufacturing Company, Inc. v. 
Commissioner, 55-1 ustc { 9442, 222 F, (2d) 355 
(CA-7); Harley V. McNamara v. Commissioner, 
54-1 ustc { 9255, 210 F. (2d) 505 (CA-7); Stearns 
Magnetic Manufacturing Company et al. v. 
Commissioner, 54-1 ustc { 9153, 208 F. (2d) 849 
(CA-7); Arthur Jordon Foundation v. Commis- 
sioner, 54-1 ustc { 9269, 210 F. (2d) 885 (CA-7); 
Robert W. Dillon v. Commissioner, 54-1 vustc 
99429, 213 F. (2d) 218 (CA-8); Walburga 
Oesterreich v. Commissioner, 55-2 ustc { 9733 
(CA-9). 

1” ‘Appeals fan out into courts of appeal of 
ten circuits and the District of Columbia. This 
diversification of appellate authority inevitably 
produces conflict of decision, even if review is 
limited to questions of law. But conflicts are 
multiplied by treating as questions of law what 
really are disputes over proper accounting. 
The mere number of such questions and the 
mass of decisions they call forth become a men- 
ace to the certainty and good administration 
of the law." 


In his dissenting opinion in Arrowsmith v. 
Commissioner, cited at footnote 5, Justice Jack- 
son declared: 

“I still think the Tax Court is a more compe- 
tent and steady influence toward a systematic 


Courts of Last Resort 


plies the facts to the law. Decisions of the 
Tax Court should be reviewed only as to 
fundamental interpretations of the law, as 
originally provided in the Revenue Act of 
1926. As an expert tribunal,” the Tax Court 
is probably better equipped to perform all 
three functions than the courts of appeals. 
The suggestion has been occasionally made 
that the Tax Court should be put on a par 
with the courts of appeals and review all 
tax cases, with its decisions reviewable only 
by the Supreme Court. A special court of 
appeals to review Tax Court cases has also 
been proposed. Such moves eliminating re- 
view of questions of law by the courts of 
appeals, however, would swing the pendu- 
lum too far in the opposite direction. A 
fresh interpretation of tax laws by the courts 
of appeals is both healthy and desirable. 
Such interpretation of tax laws by a court 
not separated from other fields of law is 


body of tax law than our sporadic omnipotence 
in a field beset with invisible boomerangs."’ 


2° Compare the cases cited at footnote 18 with 
the text and cases cited in Mertens, Law of 
Federal Income Taxation, Vol. 9, { 51.19-51.20, 
which was written prior to the Dobson case. It 
is difficult to imagine opinions such as the fol- 
lowing being written today: Thomas J. Avery 
v. Commissioner, 1 ustc { 254, 22 F. (2d) 6 
(CCA-5, 1927); Thomas H. Tracy et al. v. Com- 
missioner, 2 ustc { 818, 53 F. (2d) 575 (CCA-6, 
1931); Luella H. Slayton v. Commissioner, 35-1 
ustc | 9264, 76 F. (2d) 497 (CCA-1); and Anchor 
Company, Inc. v. Commissioner, 1930 CCH { 9452, 
42 F. (2d) 99 (CCA-4). 


* The Supreme Court described 
Court as follows in the Dobson case: 


the Tax 


“The court is independent, and its neutrality 
is not clouded by prosecuting duties. Its proce- 
dures assure fair hearings. Its deliberations 
are evidenced by careful opinions. All guides 
to judgment available to judges are habitually 
consulted and respected. It has established a 
tradition of freedom from bias and pressures. 
e's It deals with a subject that is highly spe 
cialized and so complex as to be the despair of 
judges. It is relatively better staffed for its 
task than is the judiciary. Its members 
not infrequently bring to their task long legis- 
lative or administrative experience in their sub- 
ject. The volume of tax matters flowing 
through the Tax Court keeps its members 
abreast of changing statutes, regulations, and 
Bureau practices, informed as to the back- 
ground of controversies and aware of the im- 
pact of their decisions on both Treasury and 
taxpayer. Individual cases are disposed of 
wholly on records publicly made, in adversary: 
proceedings, and the court has no responsi- 
bility for previous handling. Tested by every 
theoretical and practical reason for administra- 
tive finality, no administrative decisions are 
entitled to higher credit in the courts. Con- 
sideration of uniform and expeditious tax ad- 
ministrations require that they be given all 
credit to which they are entitled under the 
law.”" 
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essential to keeping tax laws consistent with 
other fields of law and preventing them 
from growing sterile. 

Limited review of the Tax Court can be 
achieved only through legislation because 
of the Congressional rejection of the Dob- 
son case. The drafting of such a statute will 
be no easy job. A return to the language 
of the Dobson case will accomplish noth- 
ing. Questions of law and questions of fact 
must be clearly defined. The statute must 
spell out that questions of law are review- 
able but that evidentiary facts establishing 
what occurred and inferences drawn by the 
Tax Court from the facts as to reasonable- 
ness, value and intent—even when those 
terms are contained in a statute—are not 
reviewable. Application of the law to the 
facts should probably remain reviewable 
despite the argument that such an applica- 
tion is significant only in the case being re- 
viewed and is not of general significance 
for all cases, 


It is not inconsistent for Congress now 
to restrict review of Tax Court decisions so 
soon after its rejection of the Dobson case. 
An entirely different situation exists today 
than in 1948 because of the present lack of 
willingness by the Supreme Court to re- 
view tax decisions. Moreover, when Con- 
gress rejected the Dobson case, it is doubtful 
that it intended to permit trials de novo by 
the courts of appeals. 


Conclusion 

The most practical and effective way to 
achieve more uniformity among the courts 
of appeals is through review of their deci- 
sions by the Supreme Court. One way to 
encourage the Supreme Court to grant cer- 
tiorari in more cases would be to give more 
finality to courts of appeals’ decisions by 
requiring the Commissioner to follow deci- 
sions which he does not appeal or in which 
certiorari is not granted. If the Commis- 
sioner is forced to follow decisions which 
he does not appeal or in which he is un- 
successful in obtaining a writ of certiorari, 
Congress will have a clear issue if it wishes 
to pass corrective legislation in cases in 
which the Supreme Court refuses certiorari. 


If uniformity cannot be achieved through 
increased review by the Supreme Court, 
limiting review of Tax Court decisions 
seems to be the most plausible way to 
achieve uniformity even though it does not 
have a very encouraging history. Wording 
a statute to limit review of questions of fact 
will be most difficult. The ultimate ques- 
tion involved in deciding whether decisions 
of the Tax Court are to be subjected to a 
narrow or a broad review goes to the very 
essence of the Tax Court. Either the Tax 
Court is an expert tribunal and its decisions 
should be accorded a high degree of finality 
or there is no reason for its existence. 


[The End] 
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ployee has a vested interest in his account. 
He may withdraw it entirely if he severs 
his employment, and it is payable to named 
beneficiaries at his death. 


The individual employee accounts are re- 
ferred to as individual security benefit ac- 
counts. They may be commingled and held 
in one consolidated fund for investment 
purposes. Earnings are credited annually 
to the individual accounts in proportion to 
the balance in each on the last pay period 
of the year. 


The IRS special rulings held that the 
consolidated funds are common trust funds 
under Section 584 of the Internal Revenue 
Code of 1954 and, therefore, are not subject 
to income taxation. 


The individual employee trusts are tax- 
able on their income, as are any other 
trusts. However, they get the regular trust 
exemption of $100. Practically, this makes 
them tax-free, since it would be very hard 
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to achieve an investment income of $100 
on a maximum investment of $600. 


“Informal conference” procedure.—A pos- 
sibility exists that the “informal conference” 
procedure now being followed in the Internal 
Revenue Service district director’s offices 
may be changed. The activities of group 
supervisors of internal revenue agents are 
in question. 

The Commissioner is questioning IRS 
employees and a selected group of tax practi- 
tioners as to whether the procedure is func- 
tioning properly. He has indicated that 
changes may result if criticism is adverse. 


The survey results from complaints that 
the “informal conference” procedure does 
not always produce an equitable and im- 
partial decision by group supervisors of 
agents. The procedure provides that tax- 
payers who are dissatisfied with the findings 
of an agent as to their tax liability may re- 
quest an informal conference with the agent’s 
group supervisor. 
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The General Practitioner's Role 


in Federal Tax Matters 
By PAUL E. TREUSCH 


The writer considers possible shortcomings in the ‘‘hands off’’ approach 
of general practitioners ‘‘who flinch at the suggestion of a federal 

tax problem," on the one hand, and the pitfalls 

which may be lurking for those who regard a tax case as ‘‘just another 
case,"’ on the other. He outlines the advisory function which 

the lawyer in general practice can and should perform— 


one which Mr. Treusch considers essential 


to the client, to the lawyer himself and to the Internal Revenue Service as well. 


AM SURE it must seem a bit incongru- 

ous for someone, almost 18 years after 
leaving his own general practice to join the 
office of the Internal Revenue Service, to 
suggest to you, now actively so engaged, 
the proper role which you can and should 
play in federal tax matters. Nonetheless, 
there are those of you in the general prac- 
tice who, I fear, approach a tax problem, 
when it confronts you, with trepidation and 
misgiving; who regard as forbidden terri- 
tory to the uninitiated the mysteries of the 
tax cult; and who, at the first suggestion 
that a tax issue has reared its ugly head in 
a case before you, bundle it up and carry 
it across the hall to a tax specialist, who 
you are convinced is far better equipped 
than you to delve into this esoteric and for- 
bidding field. In doing so, however, you 
may—by overlooking or minimizing the role 
which you can and should play in such 
matters—be doing a disservice not merely 
to your client but to yourselves as well. 
Why this is so I shall endeavor to suggest. 


There are those of you, on the other 
hand, who may feel that a tax case is “just 
another case” and that there is no reason 
why your own firm grounding in the prin- 
ciples of general law and law practice do 
not equip you just as fully to handle a tax 
matter as any other that comes before you 
in the general practice. To you more dar- 
ing souls, a word of caution. 


General Practitioner's Role 


Before considering possible shortcomings 
in the “hands off” approach, on the one 
hand, and pitfalls lurking in the more dar- 
ing approach, on the other, let us see for 
a moment what we mean by “tax law” or 
“tax matters” and what we mean by the 
“practice of tax law.” The traditional 
course in taxation in law school back in 
the early thirties, when I took it, was pretty 
much confined to a course in constitutional 
law. Apart from broad constitutional ques- 
tions, the problems of tax administration 
and of tax practice or even of statutory 
construction were seldom if ever referred 
to. Emerging from such a course one might 
have believed that the practice of tax mat- 
ters would be carried on in an ivory tower, 
rather than by dealing in the practical 
everyday problems of advising clients, rep- 
resenting them before taxing authorities 
and, ultimately, in the courts, on matters far 
less glamorous than, if not equally intriguing 
as, the broad constitutional issues which 
we debated with such vigor in our classroom. 


This is not, of course, to minimize the 
broad significance of constitutional issues 
in the tax field even today. In fact, at the 
last annual convention of the Federal Bar 
Association in Washington, our committe 
on taxation selected for its principal topic 
of discussion recent developments in the 
concept of “gross income,” constitutionally 
as well as under the 1954 Internal Revenue 
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Chief Counsel, Internal Revenue Service. 
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bar associations and similar meetings. 


Code. We considered the effect of recent 
Supreme Court decisions on the funda- 
mental concept of taxable income and what 
types of receipts may properly be so re- 
garded, and such items as prizes and fellow- 
ships, windfalls, illegal income, fringe 
benefits to employees and stockholders, and 
many others. The heat which the discus- 
sion of this subject generated was eloquent 
proof that constitutional problems have 
certainly not lost their spark. 

3ut if constitutional issues do not consti- 
tute the essence of federal tax law, neither 
is it to be found exclusively in the revenue 
statutes or the Code or in the Treasury regu- 
lations or rulings of the Internal Revenue 
Service. The tax law, as part of a “seam- 
less web,” pervades all transactions in our busi- 
and personal affairs. It is not 
surprising, therefore, to find that to a con- 
siderable extent tax law draws upon the 
general law covering such _ transactions, 
the law of wills, of contracts, of corpora- 
tions or of real estate; and hence, tax problems 
can and frequently are controlled by these 
familiar general law rules. 


ness 


As for the “practice of tax law,” we hear 
at times that the legal advisor steps into 
the picture at a particular stage of the tax 
controversy, such as when the case is pre- 
sented to the revenue agent, the conferee, 
the Appellate Division or ultimately the Tax 
Court, the district court or the Court of 
Claims.’ This is, of course, much too nar- 
row a view, for the principal function of 
the attorney in a federal tax matter—be he 
specialist or general practitioner—is that of 
advising his client as to the probable tax 
consequences of transactions, consummated 
or prospective, and to measure these against 


the business and personal needs and desires 


of his client and against the framework of 
the general law. In this role of anticipating 
tax problems and of preventing federal tax 
controversies, the tax advisor serves, per- 
haps, his most useful function, from the 
standpoint of taxpayer and tax collector 
alike. He must, as one tax writer graphi- 
cally puts it, be both a historian and a 
prophet. He must not only be a student 
of the past—familiar with what Congress, 
the Treasury and the courts have done—but 
be able as well to judge what may be the 
future course of legislation, ruling, or 
decision.” 

In addition to the advisory function, the 
tax attorney must be prepared to represent 
his clients in disputed matters before the 
Internal Revenue Service, whether the mat- 
ter is pending before the internal revenue 
agent who first asserts a deficiency in tax; 
at the group chief conference which follows 
the initial determination; before the Appel- 
late Division after protest of such deter- 
mination; and equally when the matter is 
taken before the Tax Court for a deter- 
mination of the correct tax liability prior to 
payment, or into a district court or the 
Court of Claims for refund after payment. 
Additional functions of the tax advisor of 
course include his services in presenting 
questions in dispute or prospective trans- 
actions to the Service or the Chief Counsel’s 
office for the issuance of a clarifying ruling, 
opinion or binding closing agreement, as 
well as in recommending legislative rem- 
edies to the controlling committees of 
Congress and in appearing on notice of 
proposed Treasury regulations to suggest 
appropriate changes. 

It is perhaps not an exaggeration to say 
that there is no case which comes before 





1See ‘‘Hoover Commission'’’ Report on Legal 
Services and Procedure (March, 1955), pp. 40-44. 
Cf. Task Force Report of the Commission 
(March, 1955), p. 292. 
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* Paul, ‘Responsibility of the Tax Advisor,”’ 
63 Harvard Law Review 377-388 (January, 1950). 
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you in your practice that does not present 
federal tax problems. The most routine 
real estate sales transaction, for example, 
raises questions taxwise as to whether title 
should be taken in the name of the client 
individually or in joint tenancy or tenancy 
in common; whether the sales price should 
be taken in a lump sum or in installments 
over a period of years; whether the sale 
should be consummated in one taxable year 
or in the following year; and what may be 
the respective tax consequences of the al- 
ternative courses. A run-of-the-mill divorce 
case—one in which the parties do not have 
sizable estates—will nevertheless present 
nice ramifications taxwise, as to which 
spouse will bear the burden of tax on in- 
come later realized on property divided 
between them. Lurking behind the draw- 
ing of a routine contract transferring a 
going business may be a myriad of tax 
problems, problems vitally affecting the 
seller as well as the buyer, not only for the 
present but in the distant future as well. 


One law review writer has facetiously 
pointed out that the average citizen in his 
day-to-day transactions probably technically 
violates so many laws, the existence of 
many of which he is not even aware, as 
to incur hypothetical fines aggregating seven 
figures. While he was not referring speci- 


fically to tax matters and while the tax ogre 


may be lurking in every corner of your 
office and even under your desk, this defi- 
nitely does not suggest that you can and 
should not perform a useful and necessary 
function in such matters. In a self-assess- 
ment tax system such as ours—and what 
with the astronomical figure of 58 million 
individual and almost a million corporate re- 
turns filed last year, with a base broadened so 
as to leave few of us untouched—it is inevitable 
that many decisions must be made by the 
taxpayer on his own, or with assistance 
close at hand. It is a tribute to the inherent 
honesty and good citizenship of the over- 
whelming majority of taxpayers and their 
advisors that the system operates as 
smoothly as it does, with a minimum of 
disputes or need for prosecution. 

To those of you who flinch at the sugges- 
tion of a federal tax problem it will be 
comforting to know that the great majority 
of tax problems which reach the courts 
present primarily an issue of fact or of state 
or general law.’ Such areas include, for 
example, the case which turns on the proper 





value to be attached to property for inclu- 
sion in the gross estate for estate tax pur- 
poses; or that case in which the taxpayer is 
being tried for criminal tax evasion, where 
the basic question is whether he has will- 
fully failed to pay his tax; or the civil 
fraud case, turning upon whether any part 
of the deficiency was due to fraud with 
intent to evade tax. Perhaps the question 
turns upon the taxable year in which shares 
of stock or a debt became worthless, so as 
to be deductible; whether your client fur- 
nished over half of the support of a depend- 
ent for credit purposes; whether certain 
transfers made by him were in contempla- 
tion of death, requiring inclusion in his 
gross estate for estate tax purposes; whether 
advances to a corporation § constituted 
loans or contributions to capital, with dif- 
fering tax consequences; or whether real 
estate subdivided and sold by the taxpayer 
is to be regarded as “property used in his 
trade or business” so as to qualify the pro- 
ceeds as capital gain rather than ordinary 
income. 

Along with fact issues such as these, you 
may find that the case turns upon a ques- 
tion of state law, such as the proper con- 
struction to be given the terms of a will or 
trust, what property rights your client may 
have in a given tract of real estate, and 
whether he acquired title to property before 
the government’s lien attached for taxes of 
his grantor. Such state law problems may 
run the entire gamut of statutory or case 
law in the particular field involved. These, 
as you can readily recognize, are areas in 
which, by training and experience, you may 
be well qualified, as, for example, in the 
trial of a criminal fraud case, turning upon 
an issue of willful failure to pay and where, 
as a seasoned criminal lawyer, perhaps you 
are schooled in the art of selecting and 
handling juries, of presenting evidence, of 
cross-examining, and of knowing when and 
how to make appropriate objections and 
exceptions to perfect a record for appeal. 

This is not to suggest, of course, that 
even in more familiar areas such as these 
there may not be variations or peculiarities 
when placed in the tax framework. For 
example, in the routine valuation case there 
can arise difficult problems: whether, for 
instance, in valuing shares of stock, the 
so-called “blockage rule” properly applies; 
whether in valuing a going business any 
value is to be attached to good will or to a 





* For an original and provocative treatment 
of this subject, see Kilpatrick, ‘‘The Handling 
of Federal Tax Controversies: Why Does the 
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Average Lawyer Abdicate?’’ 37 American Bar 
Association Journal 885 (December, 1951). 
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Mr. Treusch warns that we can be 
over-tax-conscious, attaching too little 
significance to equally and often more 
compelling considerations of a business 
or personal nature, along with the legal 
consequences of a nontax character. 


contract not to compete and, if so, what 
rules of valuation will apply; whether sub- 
divided tracts are to be valued separately 
or as a unit, and so on. Discretion would 
therefore suggest that in taking over in such 
matters you familiarize yourself as best 
you can with the authorities and with the 
administrative practice on the particular 
question, in order to make sure that there 
is not a special tax twist, or if so, what 
principles control. 


Such a role, proper for you in the general 
practice to assume, presupposes of course 
that the issues have first been clearly drawn 
either in the administrative discussion within 
the Service or by pleading in a proceeding 
pending in court. This brings us back to 
the role which you may properly serve at 
an earlier stage—the advisory stage—before 
the issues are known. We are barraged on 
all sides by those who would transform 
us into tax experts with a single course, 
attendance at a particular tax institute, pur- 
chase of a particular publication, or the like. 
The bait dangled before our noses is often 
the promise of tax gimmicks, with assur- 
ance of quick and effective tax savings—ten 
easy lessons in how to win clients and 
influence revenue agents. 

Tantalizing as the prospect may be, how- 
ever, of emerging from a Fred Astaire 
course in taxes as a full-fledged tax expert 
with unlimited possibilities of attracting 
tax business, the more sober among us of 
course have no such illusions. You will 
realize that such short-range goals are not 
obtainable, but that these exposures to the 
Code, the regulations, rulings and decisions, 
and to the administrative practice can none- 
theless enable you as general practitioners 
to develop an awareness within the fields 
of law to which you devote your principal 
attentions in your practice, of the tax prob- 
lems which ordinarily arise. As a divorce 
lawyer, for instance, you will familiarize 
yourself with the income and estate tax 
provisions of the applicable statutes and 
regulations and will gradually develop a 
“feel” for the problems taxwise. You will 


* Sec. 751. 


5 Proceedings published as Practical Aspects 
of Federal Taxation (Bureau of National Affairs, 
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appreciate those which are susceptible of 
being handled in your office and those on 
which technical advice would be desirable, 
those which you come to know are covered 
by the express provisions of the statute or 
by fixed ruling or practice, and those which 
are in the shadowy areas as yet undefined 
or where it is likely that a gloss may be 
put upon the literal terms of the statute. 


Suppose, for example, your client, in a 
mercantile partnership with his brother, 
tells you they have decided to split up. The 
business has prospered and has an appre- 
ciated inventory. He asks you how he can 
draw out his interest at capital gain rates. 
You know, of course, that partnerships, as 
distinguished from sole proprietorships or 
corporations, are treated in a special way 
taxwise—that for certain purposes the part- 
nership is treated as an entity, while for 
others it is not. You know, if you have 
checked further, that administrative prac- 
tice under the 1939 Code recognizes that a 
partner may claim capital gain treatment 
upon selling his entire partnership interest 
to his brother, the remaining partner. 
But you know that, on the other hand, 
if the partnership first distributes to him 
in liquidation a share of the firm assets 
which are not capital in nature, or even if 
he and his brother sell the business—lock, 
stock and barrel—to an outside purchaser, 


the Internal Revenue Service will probably 
not recognize the transaction to be capital 


in nature, and that resulting profits may be 
taxed at ordinary gain rates unless, of 
course, the underlying assets are themselves 
capital in nature. You know, too, if you 
have done your homework on the 1954 
Code, that even if the client chooses the 
course of selling his entire interest to his 
brother, he may run into trouble if some of 
the partnership assets are in the form of 
unrealized receivables or appreciated inven- 
tory. Since you know this provision to be 
new with the 1954 Code and that the admin- 
istrative construction may be yet undefined, 
you may wish to consult a tax specialist or 
the Service itself to determine the probable 
scope of the new provision. 


Realizing the need for indoctrinating the 
general practitioner in tax matters in this 
limited sense, a group of us in the Chief 
Counsel’s office back in 1946, under the 
sponsorship of the Federal Bar Association, 


conducted a series of lectures on the prac- 
tical aspects of federal taxation. While 


Inc., 1946), this writer’s paper on ‘‘Corporate 
Distributions’’ as Part 10 thereof. 
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this may not have been the first federal tax 
institute, it helped set the tone for similar 
institutes and tax series which bar associa- 
tions and universities have been carrying 
on with increasing volume since that time. 
Illustrative of this trend are the discussions 
of a general character in the tax field which 
the Committee on Taxation of the Federal 
Bar Association has staged the past few 
years at its annual and semiannual sessions. 
Last year the discussion related, for ex- 
ample, to the adequacy of the judicial 
machinery to handle the tax load, and this 
year, as previously noted, to the discussion 
of the broader aspects of what can and 
should be included in the concept of gross 
income. Both subjects were picked with 
the objective of drawing upon the back- 
ground of the general practitioner, as well 
as that of the tax technician.® In a similar 
vein, the American Bar Association for the 
past five years has devoted at least one 
session at its annual meeting to a discus- 
sion in the federal tax field aimed at the 
general practitioner as well as at the tech- 
nician. Such discussions, first initiated in 
1949, have run the gamut from the sympo- 
sium on partnerships in that year through 
such subjects as fraud procedures, fringe 
benefits, income of trusts and estates, han- 
dling of a tax case, divorce and alimony, 
and professional partnerships. Likewise, 
regional meetings of the American Bar 
Association include workshop programs, at 
which members of the section on taxation 
demonstrate the mechanics of handling a 
tax case. 

Tax principles become significant, how- 
ever, only in the factual framework, and 
the course of action may appropriately be 
decided upon only by considering tax con- 
siderations in the light of the client’s under- 
lying business needs and objectives. We 
can be over-tax-conscious, attaching too little 
significance to equally and often more 
compelling considerations of a business or 
personal nature, along with the legal conse- 
quences of a nontax character. With the 
tax saving alone in mind, your client may 
be advised to set up an irrevocable inter 
vivos trust, transferring the bulk of his 
property to his family, in order to mini- 
mize the ultimate estate tax upon his death. 
Likewise, he may be urged to take in his 
wife or minor child as a partner in his sole 
proprietorship with a view toward dividing 
the tax burden on the income from the busi- 


*In this sense the aim was very different 
from that of the meeting which the Tax Com- 
mittee of the Federal Bar Association staged in 
Washington last February to discuss the more 
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ness. Attractive as tax saving may be in such 
situations, it cannot and should not be con- 
sidered apart from the personal needs and 
desires of your client. By such a tax- 
motivated transaction he may, in his de- 
clining years, find that he has lost control 
of his business or personal estate—a depri- 
vation far outweighing from his standpoint 
any tax saving to his family or heirs, pres- 
ently or in the distant future. 


A corporation engaged in transporting 
property from San Francisco to New York 
could at one time have escaped transporta- 
tion tax had the charges been paid in 
Canada by its Canadian subsidiary. Legiti- 
mate as such tax-saving might have ap- 
peared, however, the corporation was well 
advised not to overlook possible overbal- 
ancing considerations, including the likely 
adverse effect on-its customer relations. 


A corporation, advised to embark on an 
ambitious pension or profit-sharing plan in 
lush years in order to secure a tax saving, 
may find itself in later years, when aban- 
donment of the plan becomes essential in 
order to maintain the sound financial con- 
dition of the company, forced to pay a heavy 


tax price for abandoning the plan. Like- 
wise, a corporation would be ill advised 
principally out of fear of a Section 102 
penalty for undistributed profits to strip 
itself of necessary reserves. 

Therefore tax considerations must not 
merely be weighed against business and 
personal considerations; they must be evalu- 
ated in terms of their legal considerations 
entirely apart from taxes. For example, a 
corporation may embark upon a statutory 
merger in order to permit loss of one com- 
ponent to offset the earnings of another, 
with resultant tax savings, only to find it 
has run afoul of the state corporation laws 
or regulatory provisions such as the anti- 
trust laws. A preferential dividend, a divi- 
dend out of appreciation surplus or an 
extraordinary expenditure, designed to se- 
cure a tax deduction, may well bring dis- 
astrous consequences in stockholder suits 
for accounting. It is said that the decline 
of Boston as a commercial town dates from 
the institution of the spendthrift trust. 


It is generally a good rule to follow never 
to advise the choice of a course of action, 
despite its probable tax advantage, unless 
that course would otherwise be indicated 
on the basis of sound business or personal 


Significant aspects of the new 1954 Code, a 
high-level discussion pitched primarily at tax 
specialists. 
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reasons. An extreme situation recently con- 
sidered in the Kann case* was that in which 
the directors of a corporation in a desperate 
effort to escape tax on corporate funds 
which came into their hands under ques- 
tionable circumstances maintained that the 
funds came to them not as taxable divi- 
dends, but by their own embezzlement, 
thus making them nontaxable! 


As general representative of your client 
you will, of course, be familiar with his 
personal needs and desires, and with the 
Structure and operation of his _ business. 
Here, as elsewhere in the law, much de- 
pends upon the comprehensive knowledge 
of the facts. In developing a full record 
of the significant facts, you will be per- 
forming an invaluable service both to your 
client and to the taxing authorities who 
must ultimately determine the tax conse- 
quences.* It is like the case of the man 
charged with murder who, in coming be- 
fore the court without counsel, was offered 
by the court the services of two outstand- 
ing criminal lawyers in the community 
but who, to the amazement of the court 
and bar alike, refused both, asking the 
court instead for “just one good witness.” 
Being familiar with the client’s situation, 
you are in a peculiarly advantageous posi- 
tion to develop the full factual picture. 
Certainty as to the tax consequences is 
more readily assured when the factual pic- 
ture is clear in advance. And in negotiations 
with the Service as well as in litigation, 
settlement and speedy disposition of mat- 
ters in dispute will be facilitated. 


While a tempering of the “hands off” 
attitude of the general practitioner in the 
tax field is therefore clearly indicated, there 
is a necessary caveat for those of you who 
would come too quickly to the conclusion 
that a tax case is fundamentally no differ- 
ent from any other with which you deal, 
and that it may be considered and disposed 
of in a similar manner. I think back to 
my own first tax case in practice back in 
Chicago some 20 years ago. Fresh from 
law school and instilled with all the confi- 
dence of one full course in taxation, I 
charged into the library, and discovered 
that the Board of Tax Appeals had decided 
the precise question in my favor. This 
seemed the end of the matter, until I dis- 


™Kann et al. v. Commissioner, 54-1 ustc 
{ 9144, 210 F. (2d) 247 (CA-3), cert. den., May 
17, 1954. 

§ On the significance of ascertaining and mar- 
shaling the facts, see the excellent commentary 
in Mintz, ‘‘Negotiations and Settlements at the 
Administrative Level,’’ Proceedings of the Third 
Annual Tulane Tax Institute (1954). 
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covered to my surprise that the Service 
as a matter of administrative practice did 
not acquiesce in this decision and that its 
administrative position was to the contrary. 
All too soon I realized that my “simple” 
problem could only be solved by resort to 
litigation. This experience served, how- 
ever, as my first object lesson, that apart 
from the literal terms of the statutes and 
regulations and even of the decisions, there 
is a body of administrative practice which 
must be taken into consideration in evalu- 
ating a tax situation. I learned by this 
experience that while the Service accepts 
and applies the overwhelming majority of 
court decisions, considerations of public 
policy—in an effort to establish a uniform 
and equitable construction of the revenue 
laws applicable equally to taxpayers in all 
parts of the country—may prompt the Serv- 
ice temporarily not to accept the rule of the 
particular decision, administratively or in liti- 
gation, until further or final judicial or 
legislative clarification can be _ secured.’ 
Gradually, too, I came to understand that 
in some few cases a court decision might 
not be acquiesced in for the time being, 
even though appeal was not taken to a 
higher court, and that such a course of 
nonacquiescence and no appeal in the given 
case was taken for some valid reason, such 
as a poor record, offsetting issues, small 
amount of revenue involved, a poor circuit 
in which to present the question, or the 
like. Even in such cases, however, it was 
discovered that once the matter had been 
clarified, the Service position was promptly 
conformed to the adverse decision by with- 
drawal of the outstanding nonacquiescence 
and substitution of acquiescence or by 
clarifying rulings. Thus, only recently the 
Service conformed its position as to whether 
reliance on the advice of a tax expert is 
considered reasonable cause for excusing 
a taxpayer from a penalty for delinquent 
filing of a return; whether an annuity paid 
to a retired minister constitutes taxable 
income; whether a farmer realizes income 
on making a gift of wheat to the Friend- 
ship Train; and many others. 

Soon after coming to the Chief Counsel’s 
office, I learned that the literal terms of the 
statute might not be relied upon where a 
taxpayer purported to sell depreciated se- 


* For explanation of policy in this area, see 
a statement submitted by the Chief Counsel of 
the Internal Revenue Service to the Subcom- 
mittee of the Committee on Appropriations, 
House of Representatives, 84th Cong., 2d Sess., 


Treasury-Post Office Department Appropriations 
for 1957, pp. 463-465. 
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Apart from the literal terms of the 
statutes and regulations and even of 
the decisions, there is a body of 
administrative practice which must be 
taken into consideration in 

evaluating a tax situation. 


curities to his wholly owned corporation in 
order to secure a tax deduction—and that 
despite the validity of the sale as fixing the 
rights of the parties under state law—and 
that even though a sale, under the literal 
terms of the revenue law, might otherwise 
have entitled him to the desired deductible 
loss, nonetheless in the face of retained 
control he might be regarded as having 
placed himself in no different position tax- 
wise than before, and the deduction be 
denied.” Similarly, I found that a taxpayer 
might not relieve himself of the tax on in- 
come on property by transferring it in trust 
where the trust was of short duration (only 
five years), where the beneficiary was his 
wife, and where he retained broad control 
over the corpus. Even though the trust 
might be entirely valid under state law and 
fix the property rights of the parties, the 
income might not be taxed to the trust or 
the beneficiaries—its legal owner—as a literal 
application of the Code provisions would 
suggest, but rather to the settlor whom the 
Supreme Court viewed as in substance still 
the owner.“ This result flows from the 
unfairness of treating him differently from 
another taxpayer who retains similar con- 
trol, but who has not gone through the 
trust gymnastics. 


A similar result is reached in the case of 
a family partnership where the taxpayer 
sets up a partnership with his minor chil- 
dren but they contribute no services or 
capital to the business and he retains full 


control of the business and its earnings. 
Again, despite the full validity of the part- 
nership under orthodox rules of partnership 
law, I learned that the income might be 
held taxable to the taxpayer as in sub- 
stance still being its owner.” 

Again, in the corporate-reorganization field 
it soon became apparent that courts might 


%” Higgins v. Smith, 308 U. S. 561 (1940). 

1 Helvering v. Clifford, 40-1 ustc { 9265, 309 
U.S. 331. 

12 Commissioner v. Tower, 46-1 ustc { 9189, 327 
U. S. 280; Lusthaus v. Commissioner, 46-1 ustc 
§ 9190, 327 U. S. 293; ef. Commissioner v. Cul- 
bertson, 49-1 wste § 9323, 337 U.S. T33. 

% Gregory v. Helvering, 35-1 usrc { 9043, 293 


U. S. 465. 
% Pinellas Ice & Cold Storage Company v. 
Commissioner, 3 ustc § 1023, 287 U. S. 462 (1933). 
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put a gloss on the statute (1) in holding 
that, despite literal compliance with the 
terms of the Code, tax recognition would 
be denied unless the transaction was moti- 
vated by a genuine business purpose, a 
purpose germane to the continuance of a 
corporation, party to the reorganization ™ 
and (2) that, in addition, a reorganization 
might be recognized taxwise only to the 
extent that the seller or transferror retains 
a continuing interest in the assets trans- 
ferred and that this interest must be that 
of a proprietor, as distinguished from that 
of a creditor.* Thus, if in a merger of 
corporations A and B, the A stockholders 
surrendered their stock in exchange for the 
short-term bonds of B, the exchange would 
not be held nontaxable, notwithstanding 
the nonrecognition of taxable gain suggested 
by a literal reading of the statute. 

Nor did it appear that “business purpose” 
and “continuity of interest” were the only 
gloss put upon the statute by the courts 
in this field. The Supreme Court early 
held™ that the true objective will not be 
obscured by following a circuitous path to 
accomplish it. Thus, by applying this so- 
called “step transaction doctrine,” a series 
of transactions may be integrated into a 
single whole and accorded very different 
tax treatment than each of the steps taken 
separately would suggest.“ Hence, a cor- 
porate liquidation followed by a reincor- 
poration might be viewed as a single 
reorganization, or a sale of stock in a cor- 
poration followed by a liquidation might 
be viewed as, in substance, a sale of assets.” 
Nor has the application of this “business 
purpose”-“form-substance” approach been 
limited to the few areas mentioned. It 
may be applied whenever a court feels that 
there is a basic unfairness, foreign to the 
fundamental intention of Congress to as- 
sure a uniform application of the revenue 
laws on a nation-wide basis, and wherever 
it is believed a taxpayer seeks by any trans- 
action which lacks real substance to place 
himself in a position to receive preferential 
tax treatment. This basic approach may be 
rationalized, of course, by presupposing it 


to flow from a legislative intent which may 
often exist only in the mind or on the lips 








1% Minnesota Tea Company v. Helvering, 38-1 
ustc § 9050, 302 U. S. 609. 

% For treatment of this subject see this 
writer's article on ‘“‘Corpcrate Distributions and 
Adjustments: Recent Case Reminders of Some 
Old Problems Under the New Code,”’ 32 TAXEs 
\023-1M46, at pp. 1029 and following (December, 
1954) (especially articles cited in footnote 92). 


77 Article cited at footnote 16, pp. 1032 and 
following. 
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So frequently are ordinary words in 

the Code given a unique tax meaning 
that in drafting it is frequently sought, 
where practicable, to devise new 

terms to convey the 

true meaning in the tax sense. 


of the judge. Whatever its rationale, how- 
ever, this overriding limitation dictates cau- 
tion in adopting formalistic tax-devised or 
“rigged” transactions. This is not to say 
that a taxpayer need select the most ex- 
pensive course taxwise or that minimizing 
of taxes is not entirely legitimate, provided 
there is reality to the course chosen.” If 
not, beware of reliance on the letter of the law! 
The operation of this principle was high- 
lighted by a series of cases in which a cor- 
poration with large accumulated earnings 
otherwise taxable to its shareholders upon 
dividend distribution to them seeks to place its 
shareholders in a preferred position by 
going through a tax-free reorganization. It 
transfers all its assets to another corpora- 
tion, newly formed, which issues its stock 
to the stockholders of the old corporation, 
and the latter is dissolved. Under the 
reorganization provisions, upon such a trans- 
action no gain or loss would be recognized, 
and the basis of the assets would carry 
over. But would the accumulated earnings 
of the old corporation be capitalized in the 
hands of the new company, so as no longer 
to be available for taxable distribution? If 
so, the reorganization would have placed 
the owners of the old business in a pre- 
ferred position over the one they were in 
" before. This the court” felt would be un- 
fair, and hence devised the doctrine, again 
outside the statute, that in a tax-free re- 
organization the predecessor’s earnings are 
inherited qua earnings, and remain available 
for later taxable distribution to the inherit- 
ing corporation’s shareholders as before. 


This so-called doctrine of the Sansome 
case was accepted and applied for many 
years, until an ingenious taxpayer sought 
to apply it too literally. If in a tax-free 
reorganization earnings are inherited, on a 
principle of continuity of the enterprise and 





% Some penetrating articles have been written 
in this area: See Darrell, ‘‘Some Responsibili- 
ties of the Tax Advisor in Regard to Tax 
Minimization Devices,’’ Proceedings of the New 
York University Eighth Annual Institute on 
Federal Taxation (1950), p. 983; Merle H. Mil- 
ler, ‘Morality in Tax Planning,’’ 7 Arkansas 
Law Review) 269-280 (Summer, 1953); Paul, ‘“‘Re- 
sponsibility of the Tax Advisor,” 63 Harvard 
Law Review 377-388 (January, 1950); Robert 
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under accepted principles of accounting, why 
not a deficit from operations as well? Hence, 
corporation A, with a deficit from prior 
operations, was liquidated by the parent 
corporation B in a tax-free reorganization, 
and it was urged that corporation B might 
then use this inherited deficit to offset its 
own accumulated earnings. Here the Su- 
preme Court balked at the result, despite 
its logic and acceptability accountingwise. 
By resort to a tax-free reorganization, a 
corporation with earnings available for tax- 
able dividend distribution again was seeking 
to place itself in a preferred position through 
acquiring the offsetting deficit of its wholly 
owned subsidiary, when its own deficit 
from past operations would not have placed 
it in such a position. Again, impressed by 
the fundamental unfairness of treating it 
differently, despite the formality of the 
reorganization, the Supreme Court denied 
the desired tax result.” 


So frequently are ordinary words in the 
Code given a unique tax meaning that in 
drafting we have frequently sought, where 
practicable, to devise new terms to convey 
the true meaning in the tax sense. The 
one-time legislative counsel of the House 
of Representatives, Mr. Beeman, once fa- 
cetiously suggested inserting in the defini- 
tion section of the revenue law a provision 
that “means means means.” I fear this 
would have been to little avail in view of 
the determination of the courts to shun 
a literal application of the terms of a tax 
provision in order to avoid results which 
are formalistic and aimed at securing a 
preferential tax treatment, inconsistent with 
fair and uniform application of the tax laws 
on a nation-wide basis. 


In conclusion, therefore, it would appear 
that, as general practitioners, there is a 
valid and necessary function which you 
can and should perform, one which is es- 
sential to your clients, to yourselves 
and to the Service. This function is pri- 
marily, at the advisory level, of familiarizing 
yourselves with the general scheme of the 
tax laws, so that in the types of cases 
which you commonly handle, you will be 
able to recognize the broader problems and 

(Continued on page 345) 


N. Miller, “‘The Successful Tax Lawyer—His 
Character and Personal Relationship,’” 7 Tax 
Law Review 9 (1951); Paul, ‘“‘The Lawyer as 
a Tax Advisor,’’ 25 Rocky Mountain Law Review 
1 (1953); Curtis, ‘‘The Ethics of Advocacy,’’ 4 
Stanford Law Review 3 (1951). 

1” Commissioner v. Sansome, 3 ustc { 978, 60 
F. (2d) 931 (1932), cert. den., 287 U. S. 667. 

2» Commissioner v. Phipps, 49-1 ustc § 9204, 336 
U. S. 410. 
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Net Operating Loss Deduction 


By GEORGE BRODY 


During its infancy and evolution, the theory of the net operating loss 
deduction—though not difficult to grasp—was, in spite 

of the exactness of the statutory formula, often confused in its 
application; Section 172, 1954 Internal Revenue Code, has attempted 

to simplify the problem by eliminating several of the previously required 


adjustments. 


This interesting analysis examines mechanics of the operation 


of the deduction under that section, and its treatment 
under Sections 381-382 and 269. The author directs particular attention 
to carry-overs to successor corporations. 


T HE USE of the annual accounting period 
as an accounting convention is not a re- 
cent innovation. Indeed, during early Biblical 
times, an annual accounting was made for 
the purpose of computing the tithe. Like- 
wise, the theory of “averaging” several ac- 
counting periods had its origin at that time, 
for the Bible prescribed that the land should 
be fallowed every seventh year. 


Under our form of taxation with the tax 
computed perforce on the basis of an annual 
accounting period, it would be possible, by 
virtue of extreme variations or fluctuations 
in income, for a business to pay more than 
its equitable share of taxes, were it not for 
some sort of averaging device which has the 
effect of giving recognition to loss years as 
well as profit years in determining the over- 
all tax burden. This result is accomplished 
by the introduction of the net operating loss 
deduction which provides, briefly, for the 
absorption of losses by a matching arrange- 
ment prescribed in the law. This matching 
arrangement is not a true averaging device, 
since it permits the offset of annual profits 
only in the consecutive order in which they 
arise. The “averaging period” has varied 
over the years with the degree of sympathy 
of Congress toward 1-« less fortunate, un- 
profitable businesses, and may be correlated 
to some extent with the economic pump- 
priming activity of the government. Thus, 


Net Operating Loss 


in its infancy, the net operating loss deduc- 
tion embraced a span of five years, that is, 
the loss was permitted to be carried back 
two years and carried forward two years. 
During the relatively short period of its 
evolution, the span of years embraced by 
the net operating loss deduction increased 
progressively from five to six years—per- 
mitting a carry-back of two years and a 
carry-forward of three years—and later to 
seven years—permitting a carry-back of one 
year and a carry-forward of five years; ulti- 
mately, as it presently exists, the span was 
extended to eight years. Under the present 
law, a loss may be carried back for two 
years prior to the year of the loss and for- 
ward five years subsequent to the year of 
the loss. 


The concept of the net operating loss de- 
duction as originally introduced was based 
on the theory of economic loss to be applied 
against economic profit. Thus, the loss as 
it appeared on the return was to be adjusted 
by certain devices designed to transform 
such loss into an “economic” loss which 
gave full effect to the items of income ex- 
cluded by virtue of nontaxability for income 
tax purposes and to “artificial” deductions 
provided by law for the computation of 
taxable income. Not only was the loss re- 
quired to be adjusted in this manner from 
its tax return value to its economic value, 
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but also the income of the year to which the 
loss was to be carried was similarly adjusted. 


The statutory formula for the application 
of this theory appeared as Section 122 under 
the 1939 Internal Revenue Code. This sec- 
tion required the loss to be reduced for any 
tax-exempt interest received by the taxpayer, 
the excess of percentage or discovery value 
depletion over cost depletion, the excess of 
nontrade or nonbusiness deductions of tax- 
payers other than corporations over gross 
income from such sources, the excess of 
capital losses of taxpayers other than cor- 
porations over capital gains, and the deduc- 
tion with respect to long-term capital gains 
for taxpayers other than corporations. The 
85 per cent dividends-received credit appli- 
cable to corporations was nullified so that 
it was of no benefit to loss corporations. 
The same kind of adjustment was required 
to be made to the income of the year against 
which the loss was to be applied for pur- 
poses of determining the net “absorption” 
of the loss. In the case of individuals, a 
loss on the sale of all or a part of a busi- 
ness or its principal assets had been held 
not includable in the net operating loss on 
the grounds that such a sale was not attribu- 
table to the “operation” of a business. 


The theory of the net operating loss de- 
duction was not difficult to grasp and yet, 
in spite of the exactness of the statutory 
formula, there was often confusion in its 
application. This confusion appears to have 
arisen chiefly through failure to follow liter- 
ally and precisely the various steps outlined 
under 1939 Code Section 122. The confu- 
sion arises from the obvious difficulty of 
expressing in words a precise mathematical 
formula. An ancient philospher once said: 
“One picture is worth a thousand words.” 


Section 172 of the 1954 Code attempts to 
simplify the problem by eliminating several 
of the previously required adjustments. In 
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so doing, there has been a departure from 
the theory of economic loss, with the result 
that the net operating loss deduction more 
nearly approaches the equivalent of “tax 
return loss.” As presently modified, the 
method for computing the net operating 
loss now permits the inclusion of the follow- 
ing items in the amount of loss to be carried 
over, not previously allowed: (1) the excess 
of percentage depletion over cost depletion; 
(2) the deduction for 85 per cent of the 
dividends received from domestic corpora- 


tions; and (3) tax-exempt interest. 


Thus, the full benefits of tax-exempt in- 
terest, percentage depletion and dividends- 
received deductions are now available to 
the taxpayer who suffers a loss. This change 
in the law has removed the arbitrary dis- 
tinction, which existed under the old law, 
between firms with fluctuating income and 
those with stable income. 


Operating Rules 


Section 172 is the verbal expression of a 


mathematical formula. For that reason, it 
is necessary to analyze carefully the provi- 
sions of that section. Paraphrased, the 
rules may be set out as follows: 

(1) The net operating loss is arrived at 
by adjusting the loss appearing on the re- 
turn which is the excess of deductions over 
gross income. These adjustments are as 
follows: 


(a) The amount of loss shown on the re- 
turn should be reduced as follows: 


(i) For taxpayers other than corporations, 
eliminate the net capital loss. 


(ii) For taxpayers other than corpora- 
tions, eliminate the deduction for 50 per cent 
of the long-term capital gains. 


(iii) Eliminate the deduction for personal 
exemptions. 
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(iv) For corporations, eliminate the de- 
duction for partially tax-exempt interest. 


(v) Eliminate the special deduction for 
Western Hemisphere trade corporations. 


(vi) Eliminate the net operating loss de- 
duction contained in the loss figure. 


(vii) For taxpayers other than corpora- 
tions, eliminate nonbusiness deductions in 
excess of nonbusiness income. 


(b) The net loss arrived at by making 
the previously mentioned adjustments is to 
be increased by the amount of dividends- 
received deduction which was not allowed 
in arriving at the loss shown on the return 
by virtue of the 85 per cent of taxable in- 
come limitation. Likewise, the amount of 
dividends-paid deduction (in the case of cer- 
tain preferred stock of public utilities) is 
computed without considering the taxable 
income limitation. In other words, the loss 
as adjusted will include a deduction for the 
full 85 per cent of dividends received, thus 
giving the loss taxpayer the same tax benefit 
as would be obtained by a taxpayer with 
income sufficient to take full advantage of 
the 85 per cent deduction. In this way it 
is possible, under certain conditions involv- 
ing a return which does not show a loss, 
to convert the income therein to a net oper- 
ating loss deduction by virtue of the divi- 
dend adjustment. (See the discussion below.) 


(2) A net operating loss for any taxable 
year ending after December 31, 1953, is 
carried back for the two preceding years, 
and carried forward for the five succeeding 
years following the year of loss. 


(3) The loss must be carried first to the 
earliest of the seven years to which it may 
be carried, and the excess not absorbed in 
that year must be carried forward in con- 
secutive order to each of the six other years 
to which it may be applied. 

(4) The net operating loss deduction for 
a particular year consists of the aggregate 
or the sum of the net operating loss carry- 
overs and the net operating loss carry-backs 
to that year. 

(5) If the net operating loss is not ab- 
sorbed completely in a particular year, it is 
further reduced by the adjustments which 
must then be made to the net income of that 
“absorption” year. These adjustments are 
as follows: 

(a) For taxpayers other than corporations, 
eliminate the net capital loss deducted in 
arriving at the net income of the “absorp- 
tion” year. 


Net Operating Loss 


(b) For taxpayers other than corporations, 
eliminate the deduction for 50 per cent of 
the net long-term capital gain. 


(c) Eliminate the deduction for personal 
exemptions. ‘ 

(d) For corporations, eliminate the special 
deduction for partially tax-exempt interest. 

(e) For corporations, eliminate the special 
deduction for Western Hemisphere trade 
corporations. 

As thus adjusted, the income of the “ab- 
sorption” year shall not be considered to 
be less than zero. These adjustments to a 
lesser degree continue to maintain the old 
“economic income” theory. 


(6) The net operating loss deduction for 
any year is the sum of all the net operating 
losses (computed as above or under prior 
law, if a pre-1954 year) carried over and 
carried back to that year. 


Twilight Zone 
of Inadvertent Legislative Discrimination 


In rewriting old Section 122 of the 1939 
Code, the Senate Finance Committee in- 
tended to eliminate certain of the adjust- 
ments specified in Section 122(d) for the 
reason that their application resulted in dis- 
crimination against those companies which 
operated at a loss vis-a-vis those companies 
which continuously operated at a profit. The 
language of the Committee follows: 

“Your committee bill further modifies the 
method for computing the net operating loss 
by permitting inclusion in the loss to be 
carried over (a) the excess of percentage 
depletion. over cost depletion and (b) 85 
percent of dividends received from domestic 
corporations. This is done, first, by elimi- 
nating the requirement in the House bill 
and present law of an adjustment for excess 
depletion in the loss year, or any subsequent 
year from which a loss is carried. Second, 
for the purposes of the net operating -loss, 
the taxpayer is permitted the deduction for 
dividends received computed without the 
limitation of the latter relative to total net 
income. Thus the taxpayer who utilizes the 
net operating loss deduction will have the 
full benefit not only of tax exempt interest, 
as under the House bill, but also of all per- 
centage depletion and of dividend received 
deductions. These changes will lessen the 
differences in tax treatment of firms with 
fluctuating and those with stable incomes.” 


rhus, the objective of the committee was 
to eliminate discrimination. Nevertheless, 
it appears that in so doing, there still re- 
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mains, through oversight, a twilight zone of 
discrimination, so to speak, wherein it is 
possible for a taxpayer, in spite of the ap- 
parent intentions of the Senate Finance 
Committee, to lose the benefit of a portion 
of the dividends-received deduction. This 
paradoxical situation arises in those cases 
where the divdends-received deduction (85 
per cent of dividends received from domestic 
corporations, for example) is less than the 
net income before the dividends-received 
deduction but greater than the amount that 
would be allowed if the 85 per cent of net 
income limitation as imposed by Section 
246(b)(1) were to apply. This occurs in 
a situation where the net income of the cor- 
poration before the dividends-received de- 
duction is the limiting factor in determining 
the amount of dividends-received deduction. 
The twilight zone may be described and 
bounded in terms of a mathematical de- 





scription. If we designate that net taxable 
income before the dividends deduction is 
applied by the letter “n” and designate the 
dividend income by the letter “d,” then the twi- 
light zone wherein the corporation loses the 
benefit of part of its 85 per cent dividend 
deduction is delineated by the limits, n = 0.85d 
ton = d. (See facing page.) 


Stated in another manner: 


(1) If n is more than 0.85d, but less than 
1.0d, then a part of the benefit is lost. 


(2) If n is less than 0.85d or if n is greater 
than 1.0d then the whole benefit is obtained. 


This may be further clarified by the use 
of specific dollar amounts. Using a con- 
stant dividend income of $10,000 with vary- 
ing amounts of net income before the 
deduction for dividends received, the twilight 
zone may be illustrated as follows: 


Column Column Column Column 
1 2 3 4 


Net income before 85% dividends- 


received deduction (‘“n,” 
mula above) 


in for- 


.... $10,000 


$9,000 $8,500 $8,499 


85% dividends-received deduction 


(d = $10,000) 


Thus, it will be seen in the illustration 
above, under the first column, where the net 
income before the dividend credit is equal 
to, or in excess of, the dividend income, the 
entire benefit of the dividends-received de- 
duction is obtained. In the fourth column, 
at the other extreme of the twilight zone, 
whenever the net income before the dividends- 
received deduction is less than 85 per cent 
of the dividend income, the entire benefit 
of the dividends-received deduction is ob- 
tained. In between these two boundaries 
delineating the twilight zone, as indicated 
by the examples under the second and third 
columns, the amount of the dividends-re- 
ceived deduction is less than the maximum 
amount permitted, namely $8,500. In the 
case of the “fortunate” taxpayer or the “un- 
fortunate” taxpayer, full benefits are de- 
rived; the twilight zone applies to those 
unusual situations which may arise for the 
“middle of the road” taxpayers. 


This defect may be very easily eliminated 
by removing from the law entirely the limi- 
tation of Section 246(b)(1), namely, the 
limitation which states that the deduction 
allowed for dividends received shall not ex- 
ceed 85 per cent of the taxable income com- 
puted without regard to the deduction 
allowed by the various sections dealing with 
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8,500 7,650 7,225 8,500 


dividends-received deductions and Section 
172. In this connection it should be re- 
membered that in arriving at the income 
for any year which must be subtracted from 
the net operating loss to determine the por- 
tion of such loss which will still be avail- 
able to carry to a later year, this twilight 
zone does not apply—that is, the deduction 
for dividends received in the income year 
to which the loss is being applied is still 
limited by Section 246(b)(1), and is not 
increased by virtue of the application of 
the loss. The dividend deduction for such 
a year is computed before applying the net 
operating loss deduction and is not affected 
by the carry-back or carry-over loss. 


Application of prior law.—Section 172(e) 
provides that, in determining the amount 
of a net operating loss carry-back or carry- 
over to any taxable year, the computations 
involving the other taxable year should be 
made under the law governing that particu- 
lar year. This is so, regardless of whether 
the taxable year begins before or after Janu- 
ary 1, 1954. In other words, if a loss from 
1954 is carried back to 1952, the adjustments 
necessary to convert the loss into a net 
operating loss deduction for the year 1952 
will be governed by the law in effect for 
the year 1952. Likewise, if the net oper- 
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Dividend Deduction for N O L D Purposes 


0 $8,000 38,500 


Net Income 


ating loss for 1954 exceeds the income of 
1952, the reduction of that loss in its carry- 
forward to 1953 will be determined under 
the law applicable to the years 1952 and 
1953. Furthermore, it should be remem- 
bered that Section 172(e) provides that in 
determining the amount of loss for any year 
prior to 1954, the 1939 Code rules are effec- 
tive. Nevertheless, the adjustments to a 
pre-1954 loss which is carried forward to 
a year to which the 1954 Code is applicable 
would be made under the 1954 Code. Thus, 
a loss arising in 1952, for example, would 
be converted to a net operating loss under 
the rules provided under Section 122 of the 
1939 Internal Revenue Code, and if a por- 
tion of that loss remained to be used as a 
carry-over, let us say in the year 1955, the 
adjustments necessary to convert it to a net 


$9,000 $9,500 $10,000 


operating loss deduction for 
the year 1955 would be 
made under the rules pro- 
vided by Section 172 of the 
1954 Code. 


Proration for fiscal years. 
—Section 172(f) provides 
for fiscal years beginning in 
1953 and ending in 1954— 
that is, fiscal years which 
straddle the “effective” date 
of this section, namely, Janu- 
ary 1, 1954. The rules pro- 
vided under this subsection 
may be simplified by saying 
that the amount of loss for 
the fiscal year beginning in 
1953 and ending in 1954 is 
a composite which consists 
of a loss determined under 
the 1954 Code rules and a 
loss determined under the 
1939 Code rules, each con- 
tributing to the cumposite 
loss in proportion to the 
number of days which pre- 
cede January 1, 1954, or 
succeed December 31, 1953. 
In other words, the loss for 
a fiscal year beginning in 
1953 and énding in 1954 is 
converted to a net operat- 
ing loss first under the 1939 Code by the 
rules of Section 122 and then under the 1954 
Code by the rules of Section 172. The loss 
determined under the 1939 Code is then 
multiplied by a fraction, the numerator of 
which is the number of days in the fiscal 
year which precede January 1, 1954, and 
the denominator of which is the total num- 
ber of days in the taxable year. To the pro- 
portionate amount arrived at under the 1939 
Code is added another amount which is 
arrived at by multiplying the loss under the 
1954 rules by a fraction, the numerator of 
which is the number of days in the loss 
year after December 31, 1953, and the de- 
nominator of which is the total number of 
days in the taxable year. This may be sum- 
marized as follows: 


For Fiscal Years Beginning in 1953 and Ending in 1954: 


Net operating loss under 1953 law x 


Net operating loss under 1954 law x 


Total composite net operating loss 


Net Operating Loss 


Total days in fiscal year 


Total days in fiscal year 


Days in 1953 


= $xxxxx 


Days in 1954 


= $xxxxx 


$xxxxx 





This subsection further provides that the 
amount which may be carried back to 
the second preceding year is limited to the 
amount arrived at by multiplying the com- 
posite loss by a fraction, the numerator 
of which is the number of days in the loss 
year after December 31, 1953, and the de- 
nominator of which is the total number of 





Carry-back to Second Preceding Year: 


Composite net operating loss x 


days in that year. Furthermore, in deter- 
mining the amount to be carried forward 
from the second preceding taxable year, the 
reduction by using the income of the second 
preceding taxable year is not to exceed the 
portion of the net operating loss arrived 
at by the fraction just named. These rules 
may be summarized as follows: 


Days in 1954 


Total days in fiscal year 


Carry-back to First Preceding Year: 
Composite net operating loss 
Less: Lesser of A or B, below: 


(1) Carry-back to second preceding year 


(as computed above) 


(2) Income of second preceding year 


(as modified by Section 122) 


Carry-back to first preceding year 


This results merely in a postponement of 
loss use. In no case will any portion of the 
composite loss be lost as a result of the appli- 
cation of the latter rule, if there are subse- 
quent profits to absorb the loss. 

Transitional rules.—Section 172(g) pro- 
vides special transitional rules to be applied 
to losses for taxable years ending * before 
January 1, 1954, and losses for taxable years 
ending after December 31, 1953. The first 
rule is that for a loss originating in a tax- 
able year ending before 1954, the determina- 
tion of the taxable years to which this loss 
may be carried will be made under the 
1939 Code. For example, if a loss occurs 
in 1953 it may be carried back only one year. 
It may be carried forward five years. A 
similar rule applies for losses originating 
in taxable years ending after December 31, 
1953, that is, a loss originating in any year 
ending after December 31, 1953, shall be 
carried back or forward under the rules 
provided under the 1954 Code. Thus, a 
loss arising in a fiscal year ending in 1954 
may be carried back two years and carried 
forward five years. 

In computing the 1952 income which is to 
be subtracted from a net operating loss 
carry-back to determine how much of that 
loss may be carried back into 1953—the 
first preceding year—or carried over into 
1955—the first succeeding year-—the 1952 
income shall be either the amount computed 
under the provisions of the 1939 Code, or 
the portion of the 1954 net operating loss 
which may be carried back to 1952, which- 
ever of such amounts is smaller. This rule 
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is a reiteration of the rule provided under 
Section 172(f) for fiscal years. This Sec- 
tion specifically provides for the application 
of the rule mentioned under Section 172(e), 
namely that in the carry-back of the 1954 
loss to 1952, the net income for 1952 shall 
be computed under the 1939 Code, namely 
by the use of Section 122(b)(2)(B), and the 
adjustments to be made would be the ad- 
justments under Section 122(d)(1)-(2), 
(4), (6) in the case of a corporation, just 
as though the 1954 Code were not in effect. 





Finally, for excess profits tax purposes, 
Section 172(g) provides that in no case 
shall the net operating loss sustained in 1954 
affect any year other than 1953. Further- 
more, the 1954 loss would be computed and 
adjusted for excess profits tax purposes just 
as though no change had been made in the 
law and as though Section 122 of the oid 
Code continued to apply to taxable years 
after December 31, 1953. A loss sustained 
in 1955, of course,, would have no effect 
whatsoever on the excess profits tax, nor 
would a loss sustained in 1954 have any 
effect on the excess profits tax of the 
year 1952. 


Carry-overs to successor corporations.— 
Prior to the change in the law created by 
the enactment of the 1954 Code, carry-overs 
were utilized in varying degrees by succes- 
sor corporations. There were no statutory 
rules in this field nor were there any regu- 
lations. The rules which did exist were 
created by litigation and were not uniform 
throughout the various federal circuits. 
Carry-overs were permitted to successor 
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corporations for some items but not for 
others. Section 381 was intended to elimi- 
nate the inconsistencies which arose by vir- 
tue of sporadic and intermittent “legislation” 
by the judiciary. 


In one sweeping gesture, Congress created 
Section 381, which was intended to cure all 
the real and imagined ills befalling successor 
corporations in the domain of carry-overs 
from predecessor corporations. The com- 
mittee, in drafting this section, intended 
that the test of whether a carry-over should 
be permitted to a successor corporation 
should be based upon economic realities 
rather than upon the artificialities attendant 
on a reorganization. Under this provision, 
corporations which acquire substantially all 
of the property of predecessor corporations 
in tax-free distributions or transfers are 
entitled to carry over from the predecessor 
corporations the unused tax benefits. Thus, 
as the Senate Finance Committee report 
states, the new rules will enable the suc- 
cessor corporation to step into the “tax 
shoes” of the predecessor corporation with- 
out necessarily conforming to artificial 
legal requirements. 


The form of the transaction is subordi- 
nated to the economic aspects of the trans- 
action. Safeguards are included to prevent 
circumvention of the spirit of this provision 
by means of legal artifice. Section 381 does 
not apply in the case of divisive reorganiza- 
tions such as split-ups or split-offs, or to 
partial liquidations. Included in the list of 
items permitted to be carried over by a 
successor corporation from a_ predecessor 
corporation is the net operating loss carry- 
over as prescribed under Section 172, dis- 
cussed above. The term “carry-over” as 
used if Section 381 refers also to a number 
of items other than the net operating loss 
carry-over, but the discussion below will 
be confined to the net operating loss carry- 
over, the first item included in this list of 
carry-overs. The rules contained in Section 
381 may be summarized as follows: 


(1) There must be an acquisition of as- 
sets by a corporation from another cor- 
poration. 


(2) These assets must have been acquired 
by the successor corporation from the prede- 
cessor corporation in one of the following 
types of transactions: 


(a) A distribution from the predecessor 
corporation in complete liquidation of the 
predecessor corporation, wherein the basis 


Prior to the change in the law created 
by the enactment 

of the 1954 Internal Revenue 

Code, carry-overs were utilized 

in varying degrees by successor 
corporations. There were no 
staiutory rules in this field nor were 
there any regulations. The rules 
which did exist were creaied by 
litigation and were not uniform 
throughout the 

various federal circu'ts. 

Carry-overs were permitted 

to successor corporations for some 
iiems. Section 381 was intended to 
eliminate inconsistencies. 


of these assets in the hands of the suc- 
cessor corporation relates to the basis in 
the hands of the predecessor corporation. 
This situation is confined to the complete 
liquidation of subsidiaries where, under Sec- 
tion 332, there is no gain or loss recognized 
upon the liquidation. It does not apply to 
those situations which come under the old 
Kimbell-Diamond rule involving a purchase 
of the stock of the corporation by another 
corporation in order to acquire the assets 
at a stepped-up basis, as provided under 
Section 334(b)(2). 


(b) A transfer of assets from the prede- 
cessor corporation to the successor corpo- 
ration in a transaction giving rise to no gain 
or loss in one of the following types of 
reorganizations : * 


(A) A statutory merger or consolidation. 


(C) A reorganization involving the ac- 
quisition by one corporation, in exchange 
solely for all or a part of its voting stock, 
of substantially all of the properties of 
another corporation. 


(D) A reorganization involving transfer 
by a corporation of substantially all of its 
assets to another corporation if immedi- 
ately after the transfer the transferor or its 
shareholders, or both, are in control of the 
corporation to which the assets are trans- 
ferred. Control means, of course, at least 
80 per cent of the total combined voting 
power of all classes of stock entitled to vote 
and at least 80 per cent of the total number 
of shares of all other classes of stock of the 
corporation. This type of reorganization 
will not qualify unless the successor corpo- 





4 Lettered to correspond with Sec. 368(a)(1). 


Net Operating Loss 
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ration acquires substantially all of the assets 
of the predecessor corporation and the stock 
and other properties received by the prede- 
cessor corporation are distributed in pursu- 
ance of the plan of reorganization. 


(F) A reorganization involving a mere 
change in identity, form or place of organi- 
zation, however effected. 


(3) The carry-over is acquired as a 
“property right” as of the close of the day 
of the distribution or transfer of the assets 
to the successor corporation. 


(4) If the assets of the predecessor cor- 
poration are acquired by the successor cor- 
poration in one of the transactions described 
above, the successor corporation may suc- 
ceed to, and take into account, the net 
operating loss carry-over under the rules 
outlined below. In the case of a reorgani- 
zation which involves a mere change of 
form or identity of the predecessor corpo- 
ration, under (F) above, the following oper- 
ating rules do not apply, inasmuch as such 
reorganization is treated as a continuation 
of the same corporation. For all other 
transactions, the following operating rules 
will apply: 

(a) The taxable year of the predecessor 
corporation ends on the date of the dis- 
tribution of the assets. 





(b) The date of the distribution or trans- 
fer of the assets is the date when the trans- 
fer of substantially all of the assets is 
completed, except that certain other liqui- 
dating activities may continue after that 
date. 


(c) The successor corporation may not 
use its own loss as a carry-back to be 
applied against income of the predecessor 
corporation. (This does not apply to re- 
organizations under (F), above.) 


(5) The net operating loss carry-overs of 
the predecessor corporation are first applied 
to the first year of the acquiring corporation 
which ends after the acquisition of the assets. 


(6) In applying the net operating loss 
carry-overs of the predecessor corporations 
to the income in the first year of the suc- 
cessor corporation, there is a limitation 
made as to the amount which may be used 
in this first year. This limitation is com- 
puted by allocating the income of the suc- 
cessor corporation for the year of acquisition 
to preacquisition income and postacquisition 
income. The allocation is made on the 
basis of the number of days preceding the 
date of acquisition and succeeding the date 
of acquisition. 


Carry-over from Predecessor to Successor Corporation : 


Limitation First Year, Year of Acquisition of Assets: 


Net income of successor 
corporation for year 
acquisition x 


Total days in year 


Thus, for example, if the income for the 
year of acquisition of the successor corpo- 
ration amounts to $36,500 and the date of 
acquisition is March 31, 1955, the amount 
of income allocable to the preacquisition 
period will be $9,000 and the amount of 
income allocable to the postacquisition 
period will be $27,500. The amount of net 
operating loss carry-over from the prede- 
cessor corporation which may be utilized 
by the successor corporation in the year of 
acquisition is limited to $27,500, namely, the 
amount of income earned on a pro-rata 
basis after the acquisition of the assets. 
For the purpose of determining the priority 
of application of carry-overs as between 
predecessor and _ successor corporations, 
where both corporations have losses to be 
carried over into postacquisition years, the 
rule is that the precedecessor corporation’s 
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carry-over 
= permitted in 
first year 


losses shall be applied first. For example, 
if the loss year of the predecessor corpo- 
ration ends on the same day or before the 
day on which the loss year of the successor 
corporation ends, then the loss of the prede- 
cessor corporation shall be applied first. 
This rule of priority of the predecessor’s 
taxable year applies not only to loss years, 
but also to income years for the purpose 
of determining the absorption of subsequent 
losses. A short year of the predecessor, 
such as may result from liquidation or 
transfer of assets, will be counted as a full 
year for determining the duration of carry- 
overs, that is, as one of the five years to 
which the loss may be carried over. 


(7) As indicated above, where the date of 
acquisition of the assets comes in the mid- 
dle of the taxable year of the acquiring 
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For the purpose of determining the 
priority of application of carry-overs 
as between predecessor and successor 
corporations, where both 

corporations have losses to be 

carried over into postacquisition 

years, the rule is that 

the predecessor corporation's losses 
shall be applied first. This 

rule applies not only to loss years, but 
also to income years. 


corporation, its taxable year is divided into 
two portions and, for the purpose of the 
application of the following rules only, the 
year is considered to be two taxable years 
which are referred to as the “preacquisition 
part-year” and the “postacquisition part-year.” 


(a) The “preacquisition part-year” begins 
on the same day of the taxable year of the 
successor corporation as the regular taxable 
year and ends on the date of the acquisition 
of the assets. 


(b) The “postacquisition part-year” be- 
gins on the day following the acquisition of 
the assets and ends on the same day as the 
regular taxable year would end. 


The income for the taxable year in which 
the acquisition occurs is prorated as be- 
tween the preacquisition part-year and the 
postacquisition part-year on the basis of the 
number of days in each. Before this allo- 
cation is made, the adjustments indicated 
in Section 172(b)(2)(A) are required to be 
made. These adjustments consist of adding 
back to income the deduction for partially 
tax-exempt interest and the deduction per- 
mitted to Western Hemisphere corpora- 
tions, for 14/52 of the taxable income. 


(8) The net operating loss deduction for 
the “preacquisition part-year” is determined 
in the regular manner, giving effect only to 
the net operating loss carry-overs of the 
successor corporation. In other words, none 
of the carry-overs from the predecessor 
corporation are permitted to be used in this 
preacquisition part-year. 


(9) The net operating loss deduction for 
the “postacquisition part-year” is deter- 
mined by using both the successor corpo- 
ration’s carry-overs and the predecessor 
corporation’s carry-overs, limiting, of course, 
the deduction attributable to the predeces- 
sor corporation’s carry-overs to the ratio 





shown above under (6). An illustration of 


these rules follows: 
Assume the following facts: ? 


X corporation was organized January 
1, 1953. Its 1953 loss was $10,000, its 1954 
loss was $15,000 and its 1955 income was 
$36,500. 

Y corporation was organized January l, 
1952. 

Its 1952 loss was $7,000, its 1953 loss was 
$10,000, its 1954 loss was $25,000 and its 
January 1, 1955, to July 4, 1955 income 
was $1,000. 

Assume, further, that no adjustments 


would be required to convert loss to net 
operating loss. 

On July 4, 1955, Y transferred all of its 
property to X in a nontaxable reorganiza- 
tion qualifying under Section 381(a) (2). 

The net operating loss deduction which X 
may use on its 1955 return is computed as 
follows: 

(a) Loss carry-over from its 

own operations: 

1953 loss $(10,000) 

1954 loss (15,000) 

—— $(25,000) 
(b) Loss carry-over from Y 
corporation: 
1952 loss 


1/1/55 to 


income 


$( 7,000) 
7/4/55 
1,000 


1952 unabsorbed 
loss 


1953 loss 
1954 loss 


$( 6,000) 


(25,000) 


Total $(41,000) 


180/365 x $36,500. $(18,000)* $(18,000)* 
Balance for future 
year $(23,000) 
Net operating loss 
deduction for X, 
in 1955 


$( 43,000) 


* The aggregate loss carry-over from Y cor- 
poration is limited to the pro-rata portion of 
income earned by its successor, X, during 
postacquisition period of the year (July 5, 
1955, to December 31, 1955). 





2Tllustration adapted from Report of the 
Committee on Finance, United States Senate, 
to Accompany H. R. 8300, pp. 277-279. 


Net Operating Loss 





The net operating loss carry-over to 1956 is 
computed as follows: 

(a) From X’s operations: 

1953 loss 

X’s pteacquisition income 


(185/365 x $36,500) 


$( 10,000) 
18,500 


1953 unabsorbed loss 
1954 loss 
X’s preacquisition income re- 


maining after application of 
1953 loss carry-over 


None 
$(15,000) 


8,500 


1954 unabsorbed loss to be car- 
ried over to postacquisition 
period $( 6,500) 

(Before applying the net operating loss 

carry-over of X to its postacquisition 
period, the net operating loss carry-over 
of Y, the predecessor, must first be applied.) 

(b) From Y’s operations: 

Y’s 1952 loss 


Y’s 1/1/55 to 7/4/55 income 


$( 7,000) 
1,000 


Y’s 1952 unabsorbed loss $( 6,000) 
X’s postacquisition income in 


1955 (180/365 x $36,500) 18,000 


$ 12,000 
(10,000) 


Balance of X’s income 


Y’s 1953 loss 


$ 2,000 
$(25,000) 


Balance of X’s income 
Y’s 1954 loss 


Y’s 1954 unabsorbed loss 


$(23,000) 


(Since the 1955 postacquisition income of 
X has been completely eliminated by the 
carry-over of Y, the predecessor, the entire 
amount of 1954 unabsorbed loss of $6,500 is 
available for 1956 and future years.) 


Summary: X’s remaining 1954. loss of 
$6,500 may be carried over to 1956, 1957, 
1958 and 1959. Y’s remaining 1954 loss 
of $23,000 may be carried over to 1956, 
1957 and 1958. (The short periods January 
1, 1955, to July 4, 1955, and July 5, 1955, 
to December 31, 1955, each count as a 
full year in determining the extent of the 
five-year carry-over.) 

Limitations on loss carry-overs.—While 
the utilization of net operating loss carry- 
overs by a successor corporation has been 
made easier under 1954 Code Section 381, 
there are certain limitations imposed under 
Section 382 which are important to note 
at this point. Section 382, which provides 
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the special limitations on net operating 
loss carry-overs, contains two rules, the 
first of which concerns the purchase of a 
corporation and a subsequent change in its 
trade or business and the second of which 
deals with a change of ownership in the 
corporation as a result of a reorganization. 
The latter provision will be discussed first, 
inasmuch as it applies directly as a limita- 
tion to the carry-overs permitted under 
Section 381. 


It is to be noted that this rule applies 
only in the case of acquisitions under a tax- 
free reorganization. The Senate Finance 
Committee considered it appropriate to 
allow such carry-overs in full only when 
the shareholders of the predecessor corpo- 
ration had continued to have a substantial 
continuing interest in the successor corpo- 
ration. A_ substantial continuing interest 
was defined as being at least 20 per cent 
of the stock of the new corporation. Thus, 
if the shareholders of the old loss corpo- 
ration continued to hold 20 per cent or 
more of the stock of the new corporation, 
the loss carry-over would be available to 
the new corporation without any limitation 
or reduction. If, however, the shareholders 
of the old loss cerporation had less than 
20 per cent of the stock, the carry-over 
would be reduced proportionately. For ex- 
ample, if the stockholders continued to have 
only a 10 per cent interest in the successor 
corporation, only one half of the loss carry- 
over of the old corporation would be avail- 
able to the new corporation, The committee 
report is careful to note that the 20 per cent 
continuity-of-interest requirement is intended 
to apply to the corporation which is to 
use the net operating loss carry-over of 
the predecessor. Thus, the 20 per cent 
requirement cannot be watered down by 
inserting one or more. corporate entities 
between the corporation originally sus- 
taining the loss and the corporation which 
is ultimately to deduct the loss. The 20 
per cent test will be applied to the stock 
of the corporation which intends to use the 
carry-over loss. The test applies to the 
fair market value of the outstanding stock 
of the acquiring corporation. 


The wording of Section 382(b) indicates 
that, regardless of how the reorganization 
is consummated, there will be a limitation 
placed upon the utilization of the net oper- 
ating loss carry-over whenever the requisite 
continuing 20 per cent interest in the 
successor corporation does not exist. This 
limitation will apply to a loss originating 
with either the predecessor corporation or 
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the successor corporation prior to the acquisi- 
tion. The loss, regardless of source, will 
be reduced if the stockholders of the corpo- 
ration giving rise to the loss own less than 
20 per cent of the fair market value of the 
outstanding stock of the corporation desir- 
ing to utilize the loss. The amount of 
reduction of the net operating loss carry- 
over is an amount inversely proportional 
to the ratio of the percentage of stock 
owned to 20 per cent of the entire out- 
standing stock of the corporation desiring 
to utilize the loss. For each percentage 
point below 20 per cent of the fair market 
value of the stock owned by the stock- 
holders of the loss corporation the loss 
shall be reduced by 5 per cent. Thus, if 
the stockholders continue to own only | 
per cent of the successor corporation de- 
siring to utilize the loss, then the amount 
of loss which may be carried over and 
utilized by the successor corporation is 
only 5 per cent. This limitation does not 
apply in a situation where the stockholders 
of both corporations are the same persons 
and the amounts of stock held by them are 
in the same proportions before and after 
the acquisition transaction 


This same percentage reduction of the 
net operating loss carry-over is applied 
to carry-overs to subsequent years in the 
chronological order of their origin. While 
the statute requires that the aggregate 
amount of net operating loss carry-overs 
from prior taxable years be reduced by 
the requisite percentage in its application 
to the first taxable year of the acquiring 
corporation ending after the date of the 
transfer, provision is made for this re- 
duction to continue for subsequent years. 
Thus, if the loss is not completely absorbed 
in the first year following the acquisition 
transaction, effect is given to the limitation 
by adding to the income of the first taxable 
year following the acquisition transaction 
an amount equivalent to the reduction in 
the aggregate net operating loss carry-over. 
For example, where a corporation is en- 
titled to carry over only $50,000 of an ag- 
gregate carry-over of $100,000 because the 
stockholders of the loss corporation own 
only 10 per cent of the acquiring corpo- 
ration, if the income of the acquiring 
corporation for the first year following 
the acquisition transaction is only $10,000, 


the amount remaining to be carried over 
for subsequent years is $40,000—not $90,000. 


The 20 per cent rule may not be circum- 
vented by having the stockholders of the 
loss corporation purchase, immediately prior 
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to the reorganization, stock in the acquir- 
ing corporation. The 20 per cent test 
applies to the stockholders of the old 
corporation owning stock in the new corpo- 
ration as the direct result of their ownership 
of the stock in the old corporation. Stock 
owned by virtue of an independent acquisi- 
tion of stock in the successor corporation 
does not qualify for the 20 per cent con- 
tinuing-interest test. For the purpose of 
determining continuing-interest stockholder 
relationships where one corporation owns 
stock in the other corporation immediately 
prior to the reorganization, an attribution- 
of-ownership rule is used. The amount of 
stock attributed as being owned in the 
successor corporation, under such a situa- 
tion, is an aliquot portion of the value of 
the outstanding stock of the acquiring 
corporation represented by the ratio of the 
value of the total outstanding stock of the 
loss corporation before the reorganization 
to the value of the total outstanding stock 
of the acquiring corporation after the re- 
organization. This may be expressed by 


x b 


the mathematical formula — = — where 


a c 


ow 


x” represents the percentage of stock of 
the acquiring corporation considered to be 
owned by a stockholder of the acquired 
corporation immediately after the reorgan- 
ization; “a” represents the percentage of 
stock of the loss corporation owned im- 
mediately before the reorganization by the 
acquiring corporation; “b” represents the value 
of the total outstanding stock of the loss 
corporation immediately before the _ re- 
organization; and “c” represents the value 
of the total outstanding stock of the ac- 
quiring corporation immediately after the 
reorganization. 


For example, assume the following facts: 


M corporation and N corporation plan to 
combine in a consolidation and form corpo- 
ration MN to which will be transferred all 
of the assets of M and N. 


N corporation has a loss carry-over of 


$95,000. 


M corporation owns 30 per cent of the 
outstanding stock of N corporation before 
the reorganization. 


N stock has a total 
before the reorganization. 


MN stock will have a total value of 
$150,000 after the reorganization. 


value of $50,000 
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Applying the formula to determine the 
percentage of continuing interest of the 
loss corporation stockholder (M) in the new 
successor corporation (MN), it will be 
found that there is a 10 per cent continu- 
ing interest as the result of the previous 
intercorporate holdings, as follows: 


x b 


er 
xX $ 50,000 


30% $150,000 


X = 10% 


Therefore, if no other continuing interest 
exists on the part of the stockholders of 
N corporation, the portion of the loss 
which may be utilized by the successor 


10% 
of $95,000, or $47,500. 
20% 


The statute also provides that the stock- 
holders of the loss corporation may own 
stock in a parent company of the acquiring 
corporation to meet the 20 per cent test. 
For this purpose, however, the amount of 
stock owned in the parent company must be 
measured in terms of market value. The 
market value of the stock owned in the 
parent company is compared with the mar- 
ket value of the total outstanding stock 
in the acquiring corporation for the pur- 
pose of determining whether the 20 per 
cent test is met. As used in this section, 
“stock” means all shares except nonvoting 
stock which is limited and preferred as to 
dividends. 


These limitations do not apply, of course, 
to carry-overs under Section 381 which are 
permitted by virtue of the liquidation of a 
subsidiary. 

Purchase of loss corporations.—Under 
the old law it was possible to acquire the 
stock of a corporation with a history of 
losses for the purpose of using its loss 
carry-overs to offset the profits of a busi- 
ness entirely unrelated to that business 
which produced the losses. Thus, for ex- 
ample, in the Alprosa Watch Corporation* 
case, the business which gave rise to the 
losses was entirely unrelated to the busi- 
ness which absorbed the losses in all three 
major aspects—namely, the nature of the 
business, the name of the business and the 
location of the business. The business was 


(MN) will be 


* CCH Dec. 16,559, 11 TC 240. 
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originally known as Esspi Glove Company 
and was engaged in the manufacture and 
sale of gloves. It had accumulated the 
losses from its operations, and the owners 
of the corporation had decided to get out 
of the business. A new group of stock- 
holders purchased the stock from the 
original owners, changed the name of the 
business to Alprosa Watch Corporation, 
and embarked on the business of importing 
and selling watches at a different location. 
In effect, all that remained of the old busi- 
ness was the corporate shell, together with 
its loss carry-overs, which were utilized 
by the new business against the profits 
from an entirely unrelated business. The 
court held that under the entity theory 
the corporation was one and the same and, 
therefore, was entitled to use the losses 
sustained in the prior business. As the re- 
sult of this case particularly, there arose 
a considerable market for loss corporations 
and, in order to eliminate the traffic in loss 
corporations, Section 382 was introduced 
into the 1954 Code. Section 382(b) has 
already been discussed above in connection 
with the carry-over of a loss from a 
predecessor corporation to a _ successor 
corporation. 


Section 382(a) was designed to prevent 
the use of losses purchased for the sake 
of applying those losses to the profits 
of an unrelated business. The theory of 
this subsection is that if the loss is acquired 
through the purchase of stock in the loss 
corporation or through the redemption of 
stock in the loss corporation, and the loss 
corporation does not continue to carry on 
the same trade or business as that previ- 
ously conducted, then the net operating 
loss carry-overs will be nullified and no 
benefit derived from them. Paraphrased, 
the rules may be set out as follows: 


(1) For the loss carry-over to be dis- 
allowed, the following conditions must exist: 


(a) A group of ten persons or fewer 
who own the greatest percentage of the 
stock at the end of a particular year must 
have increased their ownership during the 
preceding two years by at least 50 percent- 
age points. (For a definition of percentage 
points, see (f), below.) 


(b) The ten persons or fewer may be any 
number from one person to the ten who own 
the greatest percentage of the fair market 
value of the stock at the end of a particular 
year. If two or more persons own the same 
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percentage, this group of ten may be ex- 
panded to 11, 12, or more persons, 


(c) If two persons are so related that one 
constructively owns the stock of another, 
then they will be deemed to be one person 
for the purpose of selecting the ten persons 
who comprise the group. 


(d) The constructive-ownership rules are 
the same as those found in Section 318 
(which has its primary application to stock 
redemptions) except that, in applying these 
rules with regard to indirect ownership 
through a corporation, it is not necessary 
that a 50 per cent or more stock ownership 
in such intermediary corporation be owned 
by one of the persons. Any amount of 
intermediate corporate ownership will qual- 
ify. (See Section 318(a)(2)(C), which is 
to be applied without regard to the 50 per 
cent limitation contained therein.) 


(e) The percentage-points rule is applica- 
ble to the stock of this group of ten in- 
dividuals or fewer when acquired through 
purchase, It also applies when the increase 
in percentage points arises through a de- 
crease in the amount of outstanding stock 
because of a redemption of the stock, except 
where such redemption is for raising funds 
to pay death taxes. 


(f) The reference to percentage points 
means the percentage of the total fair 
market value of the outstanding stock of 
the corporation, and not to the percentage 
of the holdings of the individual stock- 
holder. Thus, for example, a stockholder 
or group of stockholders who increased 
their ‘ownership from 10 per cent of the 
total outstanding stock in the corporation 
to 15 per cent of the total outstanding stock 
of the corporation will not have increased 
their ownership by at least 50 percentage 
points as required in this section. In other 
words, the group of ten persons or fewer 
must own more than 50 per cent of the out- 
standing stock of the corporation before 
the rules can possibly apply. 


(g) A comparison is made of the per- 
centage of total outstanding stock of a 
corporation owned at the end of a particular 
year with the percentage of the total out- 
standing stock at the beginning of that year 
or the beginning of the immediately pre- 
ceding year. Thus it is possible for the 
rule to apply for one year, but not for the 
preceding year. If the preceding year in- 
cludes June 22, 1954, then the comparison 
date will be June 22, 1954, rather than the 
beginning of that year. (See Section 394(b) ). 


Net Operating Loss 


(h) The term “purchase” as used in the 
section means the acquisition of stock from 
any person other than the one who would 
give rise to constructive ownership, such 
as a relative or a partner. This acquisition 
must result in the stock having a basis de- 
termined by reference to its cost. 


(i) If the increase in percentage points 
at the end of the taxable year is the result 
of a decrease in the amount of the outstand- 
ing stock because of a redemption of the 
outstanding stock during the year, then the 
effect will be the same as if the stock held 
by the group of ten individuals or fewer 
was purchased. This rule regarding re- 
demption does not apply to those redemp- 
tions required in order to pay death taxes. 


(j) The purchase is not restricted to the 
stock of the loss corporation alone, but the 
rule would apply also if stock of another 
corporation owning stock in the loss cor- 
poration or if an interest in a partnership 
or a trust owning stock in the loss corpo- 
ration is acquired. 


(k) If the stock-ownership rules described 
above are met, that is, the increase of 50 
percentage points or more of ownership in 
a group of ten individuals or fewer, then a 
further test is applied. This test is that 
the corporation must cease to carry on a 
trade or business substantially the same as 
the one conducted before the change in the 
percentage ownership of the stock. 


(1) If the ownership of the corporation 
has changed hands by at least 50 percentage 
points or more and if the corporation fails 
to carry on the same trade or business, 
the net operating loss carry-overs will not 
be included in the net operating loss deduc- 
tion for the year in which the requisite 
change in stock ownership occurs. 


(2) Additional rules: 


(a) If the corporation continues to carry 
on substantially the same trade or business, 
it does not lose the loss carry-overs even 
though the corporation adds a new trade of 
business. (See the conference committee 


report.) 


(b) The stock referred to in the above 
rules means all shares except nonvoting 
stock which is limited and preferred as to 
dividends. This would include stock having 
substantially the same attributes as common 
stock even though nonvoting. 


(c) Increases in the percentage of stock 
owned resulting from a purchase by some 
other person, a tax-free reorganization, a 
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gift or through inheritance is not counted 
in determining whether the 50 percentage- 
point increase has been reached. (See the 
Senate Finance Committee report.)* 


As to what constitutes the discontinuance 
of the trade or business substantially the 
same as conducted before the change in 
ownership, the statute itself is silent. Do 
the various committee reports shed any 
light upon this situation? Conceivably, a 
change in location, a change in the volume 
of business or a change in the product might 
constitute a change in the trade or business. 
However, if the business is carried on at 
substantially the same level as previously 
conducted, it would appear not to matter, 
at least under Section 382, whether ad- 
ditional business of any nature or variety 
was conducted even if said additional busi- 
ness constituted the major business after 
the change in ownership. This is possibly 
a loophole, but Congress recognized its 
existence in the statute and chose to do 
nothing about it. The only change in the 
character of the business with which the 
Senate Finance Committee concerned itself 
appears in the following language: 


“If, as a result of such an increase the 
corporation shifts from one type of business 
to another, discontinues any except a minor 
portion of its business, changes its location, 
or otherwise fails to carry on substantially 
the same trade or business as was conducted 
before such an increase, then the condition 
in sub-paragraph C (change of business) is 
met.” 

The conference committee report, in an- 
alyzing the Senate Finance Committee re- 
port, added the following qualification: 


“If the corporation continued to carry on 
substantially the same trade or business, 
the limitation would not be applicable even 
though the corporation also added a new 
trade or business.” 


While the statute is silent with regard to 
the application of Section 269 to situations 
covered by Section 382(a), the committee 
report makes it plain that if the limitation 
on the application of the net operating loss 
carry-over is determined or determinable 
under Section 382, then Section 269 shall 
not apply. It further makes clear that the 
fact that Section 382(a) does not apply 
will not create a presumption that Section 
269 does not apply. In other words, while 
the two sections are more or less mutually 
exclusive in that both sections may not be 
invoked simultaneously, no presumption is 





*At p. 285. 
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to be made as to the application or nonap- 
plication of one where the other does not 
apply. 

Whereas Section 382(a) is of recent vin- 
tage, Section 269 appeared in the 1939 Code 
as Section 129. However, under the old 
Code, the section was so loosely worded 
as to make it practically ineffectual. The 
major stumbling block in its application was 
the determination of the “principal pur- 
pose [of] evasion or avoidance of 
Federal income . . . tax.” In the ordinary 
situation, if any kind of legitimate business 
purpose existed it would be difficult for the 
government to prove that the principal 
purpose of the acquisition was evasion or 
avoidance of federal income tax. The his- 
tory of Section 129 was disappointing, to 
say the least, from the government point of 
view, insofar as enforcement was concerned. 
Section 269 attempts to remedy this situa- 
tion by providing a procedural device for 
the determination of whether the principal 
purpose of an acquisition is evasion or 
avoidance of federal income tax. Whether 
this remedy will cure the ills which befell 
the old Section 129 remains to be seen. 
Section 269, dealing with acquisition made 
to evade or avoid income tax, may be 
summarized as follows: 


(1) This section applies not only to the 
net operating loss deduction, but to any 
deduction, credit or other allowance which 
may be involved in the acquisition. 


(2) The credit, deduction, or other allow- 
ance will be disallowed if the following 
conditions exist: (a) acquisition under cer- 
tain conditions described below and (b) 
with a principal purpose which is evasion 
or avoidance of federal income tax by se- 
curing the benefit of a deduction, credit 
or other allowance. 


Both conditions must exist—the acquisi- 
tion and the principal purpose. 


(3) The acquisition by any “person or 
persons” must be on or after October 8, 
1940, of 50 per cent or more of the total 
combined voting power of all the classes 
of stock entitled to vote, or 50 per cent or 
more of the total value of the shares of all 
classes of stock of the corporation. 


(4) The term “person or persons” may 
include corporations, partnerships or trusts. 


(5) An acquisition by a corporation on or 
after October 8, 1940, directly or indirectly 
of property of another corporation not 
previously controlled immediately before 


TAXES —The Tax Magazine 





the acquisition by the acquiring corpora- 
tion or its stockholders, is likewise included 
in this rule. However, for such an acquisi- 
tion to be included in the rule, the basis 
of the property acquired by the corporation 
must be determined by reference to the 
basis of the transferor corporation. 


(6) In order to determine whether the 
principal purpose is the evasion or avoidance 
of federal income tax, a statutory presump- 
tion is made. This presumption uses as a 
test the price paid for the stock or assets. 
If the price paid is substantially dispro- 
portionate to the sum of the adjusted basis 
of the property of the corporation plus the 
value of the tax benefits not reflected in the 
basis—which benefits would not otherwise 
be available to the acquiring person or cor- 
poration—then the presumption will be 
that the principal purpose of evasion or 
avoidance of federal income tax exists. This 
presumptive test applies only to acquisitions 
made after March 1, 1954. It appears that 
the terms “disproportionate purchase price” 
and “substantially disproportionate” will re- 
quire further definition by way of regulation 
and, possibly, by way of litigation. The 
only further illumination provided concern- 
ing the meaning of these words is the para- 
phrasing by the Senate Finance Committee 
of the phrase “substantially disproportionate” 
by the substitution of the words “sub- 
stantially less than.” There remains to be de- 
fined and delineated the word “substantially.” 


Furthermore, the value of the tax bene- 
fits may be nebulous or nonexistent as, for 
example, in the case of a net operating loss 
deduction which may not be completely ab- 
sorbed by the profits of the subsequent 
operation. It would be unfair in such a 
situation to say that a substantially pro- 
portionate price would include an amount 
equivalent to the maximum tax benefits 
which could be derived by the complete ab 
sorption of said net operating loss carry- 
over. Should the value of the net operating 


LATE HURRICANE PUNCH GETS 


When water goes crazy as the re- 
sult of severe storms such as hurri- 
canes, it may pack not only an initial 
devastating punch but also a delayed 
action one. When the delayed effect 
appears, and it can be causally tied to 
the prior rampaging water, the amount 
of damage can be deducted in the year 
of discovery. Such was the decision 
in Burkett, CCH Dec. 18,581(M), 10 
TCM 948. In this case the loss in- 
volved the washing away of sand 
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loss carry-over be determined by the ap- 
plication of the 30 per cent rate for income 
under $25,000? Or should the 52 per cent 
rate be used for income over $25,000? In 
view of these and similar difficulties which 
may arise, it. appears that the statutory 
presumptive test is but a very slight im- 
provement over the previously toothless 
Section 129. 


Conclusion 


The 1954 Code attempted to clarify the 
application of the net operating loss de- 
duction. In some respects it appears that 
the mechanics of the application of the 
net operating loss deduction have been 
simplified, even though the statutory lan- 
guage is by no means lucid or conducive 
to easy understanding. In some respects 
the statutory language is even more con- 
fusing than that of the predecessor sections 
of the 1939 Code. The 1954 Code has like- 
wise attempted to ameliorate certain carry- 
over situations where equity demanded that 
successor corporations be permitied to use 
the carry-overs of predccessor corporations, 
and at the same tine has restricted the un- 
warranted use of “unearned”—so to speak 
—losses by unrelated businesses. The pur- 
chaser of a loss corporation must now 
overcome two obstacles, Section 269 and 
Section 382(a), neither of which is com- 
pletely impassable, but either of which may 
entrap the unwary. While it is believed 
that traffic in loss corporations will be 
markedly restricted as a result of these two 
sections, undoubtedly neither of these sec- 
tions alone, nor both together, will eliminate 
entirely the purchase and sale of loss cor- 
porations. Nevertheless, despite the pos- 
sible abuses of the net operating loss 
deduction, the theory of averaging—or, more 
strictly speaking, “absorption”—is economically 
sound and should be liberalized rather than 


restricted. [The End} 
DELAYED DEDUCTIBILITY 


surrounding the foundation posts of 
a seaside home during a September, 
1944 hurricane. Initial inspection of 
the posts after the storm revealed no 
ill effects; yet two years later, in 1946, 
the house began to buckle, because 
some of the posts had settled too 
deeply and others were twisted out of 
shape. The taxpayer was able to de- 
duct in 1946 the cost of a complete 
reposting job, because the damage was 
held to result from the 1944 hurricane. 
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This article covers the subject of the federal tax status of 

payments to persons in this country by the West German 

Republic to atone in some measure for the wrongs of the Nazi regime. 
The problem dealt with is the value—for tax purposes—to be 


given ‘‘disregard of human dignity, 


contempt of human rights,”’ 


“deprivation of liberty,"’ ‘‘loss of opportunities 
to earn a livelihood’’ and other intangible facets of human life. 


Indemnity Payments to Nazi Victims 


NDEMNIFICATION disbursements by 

the West German Republic to certain 
victims of Nazi persecution are made under 
several statutes and agreements, are based 
upon several forms of personal injury sus- 
tained and take several forms of payment. 
In essence, however, they all represent the 
effectuation of a single theory: payments to 
atone in some degree for the personal dam- 
ages inflicted by the National-Socialist regime 
upon a group of people generally defined as 
“persecutees.” The indemnity payments cov- 
ered by this article are in recognition of 
injuries to the person and to personal rights. 
Many of the recipients now live in the 
United States. 

The United States income tax status of 
these payments may only be understood 
when the various statutes and agreements 
are regarded as a single phase of a govern- 
mental indemnification program, and the pay- 
ments similarly must be regarded as equivalent 
distributions under a single theory: namely, 
indemnity to persecutees, as defined, for per- 
sonal injuries. When all of the obligations 
and payments are recognized as a single 
package, it will be seen that many of the 
types of payment are specifically exempt 
from income taxation by the Internal Revenue 
Code, administrative rulings and court deci- 
sions. The types of payment which have not 
been exempted specifically represent in the 
main payments of a type which fortunately 
have not been required or known in the United 
States, for which reason there is a lack of 
authority for their tax treatment. However, 
the treatment of analagous situations (to 
be developed below) shows that corresponding 
payments have not been regarded as taxable. 


Nature of Payments 


The indemnification laws were first pro- 
mulgated in each of the provinces of the 
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American Zone of Occupation of Western 
Germany as separate but uniform acts in 
1949. Later, the Supplementary Federal Law 
for the Compensation of Victims of National- 
Socialist Persecution was enacted on Sep- 
tember 18, 1953, to extend these laws generally 
throughout the limits of the West German 
Republic. Special legislation included such 
measures as the Law on the Redress of 
National-Socialist Wrongs Inflicted Upon 
Persecuted Members of the Public Service, 
enacted on May 11, 1951. Other payments 
to or in behalf of persecutees were authorized 
by two agreements, designated as Protocol 
No. 1 and Protocol No. 2, that were signed 
by representatives of the West German Re- 
public and the Conference on Jewish Ma- 
terial Claims on September 10, 1952. 


The scope of the indemnification laws is 
set forth in Article I of the Supplementary 
Federal Law, the statute to be cited through- 
out this article unless other citations are 
given: “Compensation under this Law may 
be claimed by any person who, during the 
period 30th January, 1933, to 8th May, 1945 
(persecution period) was persecuted because 
of his anti-Nazi persuasion or for reasons 
of his race, faith or philosophy of life (per- 
secution grounds) by National-Socialist il- 
legal measures and thereby suffered damage 
to his life, body, health, liberty, rights of 
property ownership or to his professional 
and economic advancement (persecutee).” 

Indemnity payments of a personal nature 
are of the following types: 

(1) Damages to life, body, health and 
liberty (Article 14). 

(2) Deprivation of liberty (Article 16). 


(3) Damage to professional or economic 
advancement (Article 25). This is subdivided 
into: 
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(a) Free professions and trades (Articles 
26-27, 30-33). “The persecutee has a claim 
of compensation if he has been excluded 
from the exercise of his independent pro- 
fession, including agricultural, forestry or 
trading activities, or if their exercise has 
been substantially restricted.” (Article 26.) 


(b) Private employment, where a perse- 
cutee “has suffered damage to his private 
employment or service by dismissal or pre- 
mature retirement, or by transfer to an occu- 
pation carrying considerably less remuneration. 

.” (Article 34.) 

(c) The public service, where there has 
been persecution in the form of dismissal, 
premature retirement, or deprivation of main- 
tenance payments (Articles 38-40). 


(d) Damages to training (Articles 51-55). 


(e) Employees (such as administrators 
and teachers) of public corporations of a 
religious nature. “The Government of the 
Federal Republic of Germany will provide 
compensation to persons who suffered losses 
as officials or employees of Jewish com- 
munities or public institutions within the 
boundaries of the German Reich as of De- 
cember 31, 1937. The future Federal 
Supplementing and Co-ordinating Law shall, 
in providing compensation for damages to 
economic prospects, include in an appro- 
priate manner provisions for compensation 
for damage to vocational and professional 
training.” (Protocol No. 1, Articles 9 and 10.) 


The single objective of all of these indem- 
nification payments was set forth in Chapter 
Four of the Convention Between the Three 
Powers and the Federal Republic of Germany : 
“The Federal Republic acknowledges the ob- 


1 Hisner v. 
189 (1920). 
2 55-1 ustc { 9308, 348 U. S. 426. 


Macomber, 1 ustc { 32, 252 U. S. 
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ligation to assure in accordance with the 
provisions of paragraphs 2 and 3 of this 
Chapter adequate compensation to persons 
persecuted for their political convictions, 
race, faith or ideology, who thereby suffered 
damage to life, limb, health, liberty, property, 
their possessions or economic prospects. . . 
This was restated in Schedule I to the Pro- 
tocol on the Termination of the Occupation 
Regime in the Federal Republic of Germany, 
signed at Paris on October 23, 1954. 


Tax Status of Payments 


Section 6l(a) of the Internal Revenue 
Code of 1954 states that “Except as other- 
wise provided in this subtitle, gross income 
means all income from whatever sources de- 
rived. -’ To be included in gross in- 
come, however, it is obvious that an item 
must be “income” in the first instance. 

“Income may be defined as the gain from 
capital, from labor, or from both combined, 
provided it is understood to include profit 
gained through a sale or conversion of capi- 
tal assets.”* The Macomber definition is not 
affected by the recent decision in Commis- 
sioner v. Glenshaw Glass Company et al.? 
which stated of the Macomber interpretation: 
“In that context—distinguishing gain from 
capital—the definition served a useful pur- 
pose.” As will be developed below, the 
German payments, being but indemnification 
for damages of. a personal nature, are not 
gain but capital. Hence the Macomber deci- 
sion is reinforced by Glenshaw Glass, which 
actually involved an entirely different issue: 
taxation of penal damages for violation of 
a federal statute, said damages being meas- 
ured by loss of profits. 


“[F]or purposes of taxation, various types 
of income take their colors from their 
sources.” * The sources of all of these pay- 
ments are laws and agreements intended 
solely “in recognition of the fact that an 
injustice has been done to persons who were 
persecuted under the National Socialist regime 
on account of their political persuasions or 
for reasons of their race, their religious 
faith or their ideologies. .” (Preamble 
to Supplementary Federal Law.) 


The indemnification payments cannot ar- 
bitrarily be forced into the definition of 
income in Section 6l1(a) until the nature of 
the payments under German law is under- 
stood, and “The answer is found in the 
statutes of the State... .”’* 

8 Roswell Magill, Taxable Income (New York, 
The Ronald Press Company, 1945), p. 377. 

* Poe v. Seaborn, 2 ustc § 611, 282 U. S. 101 
(1930). 
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The German law (for example, Supple- 
mentary Federal Law) was enacted under the 
title of Entschadigungsgesetz. Gesets means 
“law.” Cassell’s New German Dictionary * 
defines entschddigung as “indemnity, com- 
pensation, amends.” The coupling of these 
words indicates that “compensation” is used 
here not in the sense of “remuneration” but 
as “Recompense for loss or damage.” * The 
German title of the legislation, given in the 
preferred translation of Cassell as “indemnity,” 
thus means “Compensation for loss. . . .”' 


“Certainly, where all the facts and cir- 
cumstances in the case clearly show 
the making and intent to make a gift, it 
cannot be converted into a payment for 
services by inaccurately describing it, in 
the consummating resolutions, as a bonus.” ® 
Similarly, applying the present facts to the 
language of that case, “where all the facts 
and circumstances clearly show the 
making and intent to make [an in- 
demnity], it cannot be converted into a 
payment for services by inaccurately de- 
scribing it . .. as [a pension or 
recompense ].”’ 


That certain of the indemnification pay- 
ments are nontaxable is unquestionable. 
Thus, Section 104(a)(2) of the Internal 
Revenue Code of 1954 excludes from gross 
income the amount of any damages re- 
ceived (whether by suit or agreement) 
on account of personal injuries. According 
to the proposed regulations, this means 
“an amount received through prose- 
cution of a legal suit or action based upon 
tort or tort type rights, or through a 
settlement agreement entered into in lieu of 
such prosecution.” * 


Reimbursement for personal damages 
does not produce gain but merely compen- 
sates for a loss. “One may be recompensed 
for an injury but it is a rare case in which 
one should have a profit out of it.”” 
Amounts received in settlement of a claim 
for damages on account of injury to one’s 
personal reputation are not taxable." Dam- 
ages for defamation of personal character 
are not income.” The theory is that a 
recovery in such actions is compensatory, 





5’ New York, Funk & Wagnalls, 1939. 

* Oxford Universal English Dictionary (Ox- 
ford, The University Press, 1937), Vol. III. 

™ Work cited at footnote 6, at Vol. V. 

* Bogardus v. Commissioner, 37-2 ustc { 9534, 
302 U. S. 34. 

* Sec. 1.104-1(c). 

%” Farmers and Merchants Bank of Catletts- 
burg, Kentucky v. Commissioner, 3 ustc { 972, 
59 F. (2d) 912 (CCA-6, 1932). 
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the damages being in payment of injuries 
sustained. 


What is perhaps the best single example 
of the nontaxability of payments for vio- 
lation of personal rights as a result of 
enemy action (which would include the 
Nazi acts against persecutees) appears in 
Revenue Ruling 55-132." It was ruled that 
servicemen would not be taxed on pay- 
ments by the government in recognition 
of their not having received sufficient or 
proper food while prisoners of war, or 
other payments for violation of the Geneva 
Convention (inhumane treatment and im- 
proper forced labor). “Held, such amounts 
3 are in the nature of reimbursements 
for the loss of personal rights and are not 
includible in the gross income of such in- 
dividual for Federal income tax purposes.” 


Certain German indemnification payments 
are characterized as “lump-sum payments,” 
for example, the sum that is given to a 
persecutee who has been excluded from 
the exercise of his independent profession 
(Article 31). The return of capital is not 
income.* Amounts received as recovery 
for injury to capital are not income.” 
“Damage to professional or economic ad- 
vancement” (Article 25). and “Damages to 
training” (Article 51) do not involve in- 
come, for “Reputation and learning are akin 
to capital assets. PR 


A “grant to replace capital impaired” 
is not income. It was held in a finding that 
payments by a state to reimburse a state 
employee for expense that he sustained 
in an improper action brought against him 
were not taxable. A special act of the 
General Assembly of Connecticut reim- 
bursed an individual for expenses incurred 
in his defense against charges of incom- 
petency as a commissioner. “Here the pay- 
ment was not an additional requital for 
services. Nor can it be said to be 
wholly an expression of good will and 
esteem for the employee. It was rather 
a grant to replace capital impaired by 
what the legislature considered a wrong 
done by a former administration, in con- 
nection with plaintiff's employment. ‘ 
The payment by the state to the taxpayer 





uC, A. Hawkins, CCH Dec. 2390, 6 BTA 1023 
(1927). 

#2 Sol. Op. 132, I-1 CB 92. 

131955 I. R. B. 10, 6, CCH Standard Federal 
Tax Reports (1955 Ed.), { 6190. 

%* Southern Pacific Company v. Lowe, 1 ustc 
7 19, 247 U. S. 330 (1918). 

%*U, 8. v. Safety Car Heating & Lighting 
Company, 36-1 ustc { $042, 297 U. S. 88. 

% Welch v. Helvering, 3 ustc {] 1164, 290 U. S. 
111 (1933). 
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was a grant by act of grace, and is exempt 
from income taxation.” Inasmuch as the 
United States Court of Restitution Appeals 
of the Allied High Commissioner for Ger- 
many has held™ that the West German 
Republic is not the successor to the National- 
Socialist Government, payments by the Re- 
public are “a grant by act of grace” such 
as was held tax free in Cor v. Kraemer. 
The fact that the payor was not “under 
any obligation, legal or otherwise, to pay 
any of the recipients, including petitioner, 
any salary, compensation or consideration 
of any kind” was an important factor in 
the nontaxability of the payee in the lead- 
ing case of this type.” 

The Bogardus case has similar applica- 
tion to any of the indemnity payments 
where it might be argued that the sums 
were in lieu of wages. It must be re- 
emphasized that the payor was neither 
the employer nor the successor to the em- 
ployer of the payee. For example, pay- 
ments to former employees of Jewish 
religious communities are now being made 
by the West German Republic. Even the 
predecessor state had not been the em- 
ployer of these persons. 


In certain instances, indemnification pay- 
ments “shall be payable in the form of a 
pension. .” (Article 14, for example.) 
Actually, these payments have no relation- 
ship to what is taxed as a pension under 
the Internal Revenue Code, and “nomen- 
clature is not controlling.” ” The so-called 
pensions are merely periodic payments, 
without any of the attributes of a pension; 
perhaps “pension” is an unfortunate trans- 
lation of the German word rente, which 
also means “annuity” or (as seems to be 
the case here) “annuity payment.” These 
amounts are not based upon employment; 
in fact, such payments may be made be- 
cause there was no employment. They 
are not paid by the employer; the West 
German Republic was not the employer 
nor is the Republic the successor to the 
National-Socialist regime.” There is no 
actuarial factor in the pension computation. 
Solely because “an injustice has been done 
to persons who were persecuted under the 
National Socialist regime,” ” periodic pay- 
ments are being made to certain types of 
persecutees; and in order to establish the 


quantum, reference is made arbitrarily to 
factors and conditions which may have 
no bearing whatsoever upon the person 
being “pensioned.” Thus, in the case of a 
persecutee who sustained injuries, “The 
pension payment shall be fixed as a per- 
centage of the remuneration (basic salary 
plus accommodation allowance) of an official 
comparable to the persecutee who is in a 
salary grade with progressive rates” (Article 
15), even though the persecutee may not 
have been an official and may have had 
a unique record of past service and earn- 
ings. An official in. public service receives 
“the amount of emolument for maintenance 
to which he would have been entitled if he 
had been put on the retired list at the 
time of incurring the damage. .” (Arti- 
cle 41.) Employees of a Jewish community 
or public institution will have “their main- 
tenance secured by monthly pay- 
ments based on their former salaries.” 
(Article 1 of Protocol No. 1.) A persecutee 
who has suffered damages in his independent 
gainful occupation “may choose an annuity 
corresponding adequately to his former 
position in life.” (Article 33.) In short, a 
variety of indemnification payments (com- 
puted under as wide a variety of formulae) 
is arbitrarily referred to as pensions in 
order to arrive at a convenient title with 
some common denominator; but these pay- 
ments are nonetheless merely a form of re- 
dress for “Persons who were persecuted 
under the National Socialist despotism. 4 


Government Ruling 
on Indemnity ‘‘Pensions"’ 


The actual nature of the so-called pension 
payments is set forth in a ruling by the 
Assistant Comptroller General of the United 
States. Although this official was not rul- 
ing on the tax aspects of the problem, his 
interpretive opinion is no less valuable as 
a contribution to the nature of the payments. 

The question arose as to whether Richard 
Newkirk, an employee of the United States 
Department of Justice, could properly ac- 
cept annuity payments made by the West 
German Republic under the indemnification 
laws, in the face of the United States Con- 
stitution, which prohibits the acceptance 
by government employees of any present, 
emolument, etc., from a foreign state.” 








"Cox wv. Kraemer, 50-1 ustc { 9278, 88 F. 
Supp. 825 (DC Conn., 1948). 


% Court of Restitution Appeals, Nos. 60 and 


9 See case cited at footnote 8; Robert S. 
Holzman, ‘Tax Classics—XLIII,’’ 29 TAxeEs 533 
and following (July, 1951). 
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® Swoby Corporation, CCH Dec. 16,123, 9 TC 
887 (1947). 

21 See footnote 18. 

= Supplementary Federal Law, Preamble. 

3 Art. I, Sec. 9, Clause 8. 








Assistant Comptroller General Weitzel thus 
advised the Attorney General on January 
12, 1955: 


“In the informal supplemental report re- 
ceived from the Department of Justice it 
is stated at length that the laws under 
which Mr. Newkirk received payments 
from the German Government are laws of 
indemnification to redress wrongs com- 
mitted by the National-Socialist Govern- 
ment; that both the lump-sum payments 
and annuity payments made pursuant to 
those laws represent damages for injuries 
inflicted upon certain civil servants because 
of their political conviction, race, creed or 
ideology; that those laws are general in 
nature applying to large classes of indi- 
viduals, and that the enactment of said 
laws was attributable in a large measure 
to the militarily enforced policy of the 
victorious allies, and finally to, the Bonn 
Convention, a treaty restoring German 
sovereignty. It is stated that in establish- 
ing damages for the tortious acts com- 
mitted, it was only logical for the German 
legislature to apply the German concept 
of indemnification for wrongs committed 
with its emphasis upon restitution in kind 
and upon payment of annuities in satis- 
faction of tort judgments. The language 
of the translated German laws transmitted 
here supports the view that the payments 
involved represent damages or reparations 
for wrongful acts committed under the 
Nazi regime. 


While for economic or budgetary 
reasons indemnification is being effected by 
the German Government under a deferred 
payment plan in the form of annuity pay- 
ments, nevertheless such payments are re- 
garded as nothing more than money 
damages for the injuries suffered by Mr. 
Newkirk at the hands of the National- 
Socialist Government The amounts 
received by Mr. Newkirk are not 
paid as profit, gain, compensation, per- 
quisite, or advantage flowing to him as an 
incident to possession of an office or as 
compensation for services rendered. ; 
Such amounts represent damages payable 
as a direct result of a moral and legal 
wrong inflicted upon Mr. Newkirk at the 
hands of the National-Socialist Govern- 
ment. The payments are made to liquidate 
a recognized legal liability arising from 
the tortious acts of the Nazi regime, and 
the fact that such liability is liquidated in 





*% Decision B-122100, Vol. 34, Decisions of the 
Comptroller General of the United States, pp. 
331 and following. 
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installments in the form of annuity pay- 
ments for the convenience of the German 
Government or for economic and budgetary 
reasons does not operate to change the 
basic character of such payments.” * 


It should be noted that the Assistant 
Comptroller of the United States referred 
to the pension payments as “damages for 
the tortious acts committed. = ae 
proposed regulations exclude from income 
“an amount received through prose- 
cution of a legal suit or action based upon 
tort or tort type rights, or through a 
settlement entered into in lieu of such 
prosecution.”* It is apparent that the 
same situation was envisioned. 


Impossibility of Valuations 


Where reimbursement for loss covers 
only the loss, there is no gain or income 
to be taxed. The indemnification laws at 
no place indicate a profit element; instead, 
the payments to a persecutee are stressed 
as being “compensation for the damage he 
had incurred. .”” (Article 34.) The 
items for which the personal indemnity 
payments are made are, generally, of a type 
that cannot possibly be valued in terms 
of money. No one could possibly place a 
valuation on that element of a payment 
which covers “disregard of human dignity” 
(Article 1), “contempt of human rights” 
(Article 76), “deprivation of liberty” (Arti- 
cle 14), “damage to his professional or 
economic advancement” (Article 25), “loss of 
opportunities to earn a livelihood” (Protocol 
No. 1, Article 1), or “damage to economic 
prospects” (Protocol No. 1, Article 1). 


Nature of Indemnification 


The fact that the state does not ordinarily 
subject individuals to “deprivation of liberty” 
or related reasons for the indemnification 
laws in the United States cannot blind one 
to the fact that such actions have taken 
place elsewhere. On the very rare occur- 
rence of such an action in the United 
States, a court analyzed the nature of the 
state’s payment. A citizen of New York 
was falsely imprisoned for a period of 
years; when eventually’ the state admitted 
its mistake, the individual endeavored to 
obtain some form of restitution for what ° 
he had suffered. In granting him a sizable 
award, the court said: “The Court of 


*% Sec. 1.104-1(c). 
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Claims has rightfully been called ‘the con- 
science of the State’ and we can be proud 
that our system of laws recognizes that 
our citizens deserve redress not only for 
claims legally enforcible but also for moral 
obligations. The claimant has been 
humiliated, disgraced, shamed and suffered 
a loss of reputation and earnings. For this 
he must be ‘paid, and for this money dam- 
ages can be compensatory. But all the 
wealth of the State of New York could 
not compensate the claimant for mental 
anguish suffered. om 

Similarly, all the wealth of the West 
German Republic cannot compensate the 
persecutees for what the court called 
“mental anguish suffered”; and since the 
value of the payment is less than the value 
of that for which it is given, there is no 
indicated gain or income to be taxed. 


Conclusion 


The indemnification law payments can- 
not be separated into types, as they are 
all part of a single pattern, The language 
of the laws shows that the payments 
(whatever form they take, whatever formula 
they are based upon) are to make indemnity 
to individuals who sustained personal in- 
juries as a result of “‘National Socialist 
coercive measures. .’ The payments 
do not represent “gain from capital, from 
labor, or from both combined,” for they 
are not gain at all. After the payment, 
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to decide those which you are in a position 
to handle yourselves and those upon which 
you find that technical assistance is indi- 
cated. Even where the aid of the tax 
specialist is called for, however, there is 
room for you to continue to serve in those 
aspects where you are most familiar with 
the facts, and with the business and per- 
sonal needs and desires of your client, in 
order that these basic needs and objectives 
may not be overlooked or minimized in 
the effort to secure a temporary, short- 
range or less significant tax advantage. 
In so doing you will come to appreciate 
the peculiar nature of the tax field, when 
the extrastatutory factors may control and 


% Hoffner v. State of New York, 207 Misc. 
207 (1955). 

2 Raytheon Production Corporation v. Com- 
missioner, 44-2 ustc {§ 9424, 144 F. (2d) 110 
(CCA-1). 
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the persecutee is not in better position 
than he would have been had not the per- 
secution occurred. The objective of the 
German indemnification laws was a resti- 
tution of the status quo ante, insofar as that 
was possible. In the case of a person 
whom the law refers to as a persecutee, 
such restitution never can be more than 
a partial one. But without a full recovery, 
there is no gain that can be taxed. 


“The test is not whether the action was 
one in tort or contract but rather the ques- 
tion to be asked is ‘In lieu of what were 
the damages awarded??”™ The damages 
awarded by the indemnification laws were 
“In lieu of” life (Article 14), body and 
health (Article 15), liberty (Article 16), 
the opportunity for professional or economic 
advancement (Article 25), the right to exer- 
cise one’s independent profession (Article 
26), enjoyment of private employment 
(Article 34), the right to pursue a career 
in the public service (Article 38), the op- 
portunity of professional training (Article 
51). If such personal rights can be reduced 
to classification as assets they are definitely 
capital assets; that is, they are not any of 
the exclusions from capital asset classifica- 
tion that appear at Section 1221 of the 
Internal Revenue Code of 1954. “It would 
seem to us that if the damages were 
awarded as a recompense for the impair- 
ment of a capital asset, they would not 
represent an economic gain and would not 


be taxable as income.” * [The End] 


ROLE IN FEDERAL TAX MATTERS— 


when it may take the tax technician’s in- 
tuitive sense to anticipate the tax result. 
Having purported to suggest your proper 
role in the tax picture, the writer’s qualms 
of conscience call to mind the conscientious 
taxpayer who recently sent in to a Serv- 
ice office the sum of $5,000 to be con- 
tributed to the so-called conscience fund 
with respect to his own unreported past 
income. The letter was, of course, un- 
signed, but its author indicated that should 
his conscience continue to trouble him, he 
would send in the balance of the taxes due. 
The compulsion of a good conscience, it 
seems, may not be pushed too quickly! 
[The End] 





2% Park & Tilford Distillers Corporation v. 
U. 8., 52-2 ustc § 9523, 107 F. Supp. 941 (Ct. 
Cls.). 
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The Tax Implications of Reciprocal 


Judicial, statutory and Treasury administrative law confront 
the estate tax planner with numerous obstacles when 


the device of reciprocal trusts is used for tax minimization. 


Adequate 


precautions to insulate. crossed trusts against the 


imputation of reciprocity can result in 
federal estate and 


income tax savings, although taxpayers are warned 


not to expect much tax-saving appeal from the Newberry doctrine. 


“NROSSED TRUSTS, proven reciprocal 
A in substance, are, because of this fact, 
uncrossed for federal tax purposes into 
independent trusts with their own respective 
estate, gift and income tax consequences. 
Estate tax planners will find the device of 
reciprocal trusts for tax minimization fraught 
with almost insuperable obstacles in judicial, 
statutory and Treasury administrative law.’ 

A leading decision on this subject is the 
Lehman case. It germinated the doctrine 
which bears its name. In 1930, Allan S. 
Lehman and his brother simultaneously 
created trusts for one another’s benefit. 
They contained the same terms and were 
organized in consideration for one another. 
They each had the right to draw down 
equal amounts of money. The Second Cir- 
cuit Court held that the withdrawal from 
the brother’s trust estate was includable in 
the gross estate of the decedent-brother 
as a transfer subject to a power to alter, 
amend or revoke a trust.’ 

In Lueders’ Estate (City Bank Farmers Trust 
Company) v. Commissioner, the trust for the 





1A few law review articles on this subject: 
Robert J. Hepler and Donald W. Bebeneck, 
‘Reciprocal Trusts,’’ 30 Notre Dame Lawyer 
149 (1954); Clarence W. Walker, ‘Reciprocal 
Trusts and the Federal Estate Tax: Economic 
Realty Disregarded,’' 5 Duke Bar Journal 33 
(1955); Yale M. Lyman, ‘‘Reciprocal Trusts in 
Estate and Gift Taxation,’’ 42 California Law 
Review 151; Howard O. Colgan, Jr., and Robert 
T. Molloy, ‘‘Converse Trusts—The Rise and 
Fall of a Tax Avoidance Device,”’ 3 Tax Law 
Review 271 (1948); H. William Callmann, ‘‘The 
Lehman Doctrine—Its Significance and Applica- 
tion,”’ 26 TAXEs 233 (1948); Emily Marx, ‘The 
Switching of Settlors in Inter-Vivos Trusts,’’ 
26 TAXES 622 (1948). 


decedent’s benefit was not includable in the 
latter’s estate because of the absence of 
the proximity of time in the drafting of 
the two trusts and of the nonexistence of 
mutual consideration.’ The need for concur- 
rency in the drafting of converse trusts 
as an indispensable factor in the proof by 
the Treasury for reciprocity is further 
borne out in the cases of Estate of Frederick 
S. Fish* and Estate of Henry H. Scholler? 


In the Cole case in 1931, two spouses 
created simultaneous and irrevocable living 
trusts, the income of each of which was to 
be paid to the other spouse, their children 
and grandchildren for life, terminating upon 
the death of the last survivor named. The 
Eighth Circuit agreed with the Tax Court 
that while the transfers of the property to 
the opposing trust were not made in con- 
templation of death, each spouse was the 
real owner of such corpus and therefore 
includable in his or her own gross estate.* 


The Lehman doctrine invalidated recipro- 
cal trusts as estate and income tax minimi- 


10,547, 39 BTA 17, aff'd, 40-1 ustc § 9198, 109 
F. (2d) 99, cert. den., May 20, 1940. 

847-2 ustc § 10,576, 164 F. (2d) 128 (CCA-3), 
rev’g CCH Dec. 15,052, 6 TC 587. 

*CCH Dec. 12,072, 45 BTA 120 (1941), dism’d, 
CCA-2, April 6, 1942, following Lehman v. Com- 
missioner, 40-1 ustc § 9198, 109 F. (2d) 99, and 
Estate of Mary H. Hughes, CCH Dec. 12,033, 
44 BTA 1196 (1941). 

5 CCH Dec. 11,778, 44 BTA 235, dism'd, CCA-3, 
August 1, 1942. 

* Estate of H. 8. Cole, CCH Dec. 12,935-G, 1 
TCM 405, aff'd without discussion, 44-1 vustc 
§ 10,091, 140 F. (2d) 636 (CCA-8). See also 
Hstate of Thomas Neal, CCH Dec. 13,644(M), 
2 TCM 1137. 


2 The Tax Act of 1926, Sec. 302(d), is in- 
volved. Allan 8. Lehman et al., CCH Dec. 
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zation devices. In numerous cases * adjudicated 
on this principle, the courts have placed the 
burden of rebutting the Treasury's inference 
of reciprocity on the estate’s representative. 
The Second Circuit has been the leading 
proponent of the view that the exchange 
of similar powers over trusts of almost 
concurrent creation by settlors of close 
kinship gives rise to a conclusive inference 
of reciprocity, rebuttable by the taxpayer by 
a preponderance of evidence to show that 
the simultaneity of several events of the 
various parties was without concerted action. 


To undo this practically worthless tax- 
Saving plan, taxpayers become once again 
subject to the gift tax law in order to re- 
transfer the property and income of the 
respective trusts. Therefore, a statute was 
enacted in 1949 to enable creators of recip- 
rocal trusts established prior to January 1, 
1940, to annul their vain and futile tax 
machinations by relinquishing their power 
over the trust principal and income without 
gift tax imputations, provided the relin- 
quishment took place before 1951 and a gift 
tax were paid in the first transfer to the 
trust. In addition thereto, this relinquish- 
ment will not be treated as having been 
done in contemplation of death and there- 
fore not subject to estate tax as well, in the 
instance of decedents who died after Feb- 
ruary 10, 1939. 


The broad application of the Lehman doc- 
trine was restricted in 1953 by the opinion 
in Estate of M. H. Newberry” The facts 
therein are that the decedent and her 
husband had at the same time created 
trusts for the ultimate benefit of their chil- 





dren. The amounts involved were equal, 
and the trust instruments were also in all 
other respects alike. Although the trans- 
ferred properties were nearly indistinguish- 
able, the court decided that the testimony 
had conclusively shown absence of such 
unity and interdependence of action in a 
quid pro quo sense. This decision reversed 
the Tax Court,” where reciprocity had been 
found on the basis of similar terms of the 
trust instruments, the settlors’ relationship, the 
simultaniety of creation, and the equal number 
of shares of stock in each trust. 


The effect of this Third Circuit reversal 
of the Tax Court is that the Treasury is 
denied a favorable inference of reciprocity 
out of identical cross trusts. The burden 
of persuasion is thus placed on the Treasury 
as the proponent of reciprocity in any given 
situation. Proof must be adduced by it to 
establish a mutual intent to avoid tax by the 
use of the cross-trust device. 


The recent McLain decision™ followed 
the Newberry doctrine and specifically re- 
pudiated the Second Circuit’s version of the 
Lehman doctrine. It holds that considera- 
tion inferred from the creation of identical 
trusts will not stand. Evidence must be 
supplied which will establish intent to avoid 
taxes, and the bargain and exchange be- 
tween the grantors.” 


The creation of reciprocal trusts might 
conceivably be effected in contemplation of 
death and therefore the transferred corpus 
would be includable in the decedent’s estate. 
Living transfers made in contemplation of 
death without adequate consideration are 
includable in decedent’s estate for estate 
tax purposes. More specifically, those made 
within three years prior to decedent’s death 
are subject to the rebuttable presumption 
that the transfers were made in contempla- 
tion of death if they constitute a material 
part of the estate and were in the nature 
of a final distribution. Transfers prior to 
the three-year period are not considered at 
all as in contemplation of death.” 





™ Other decisions following the Lehman doc- 
trine: Orvis, Bxr. v. Higgins, 50-1 ustc { 10,752, 
i180 F. (2d) 537 (CA-2), rev’g 48-2 ustc {§ 10,637, 
80 F. Supp. 64 (DC N. Y.), cert. den., October 
9, 1950; Hanauer’s Estate (Strauss) v. Commis- 
sioner, 45-2 ustc {§ 10,215, 149 F. (2d) 857 
(CCA-2), aff'g CCH Dec. 13,622(M), 2 TCM 1070, 
cert. den., November 19, 1945; Oliver Estate v. 
Commissioner, 45-1 ustc 10,195, 148 F. (2d) 
210, aff'g CCH Dec. 13,903(M), 3 TCM 408; 
Estate of Elizabeth D. Hill v. Commissioner, 
56-1 ustc { 11,584 (CA-2), aff'g CCH Dec. 20,797, 
23 TC —. No. 77. 
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5’ Technical Changes Act of 1949 (Pub. L. 378, 
81st Cong. (1949)) added 1939 Code Secs. 1000(g) 
and 811(d). 

* 53-1 ustc § 10,889, 201 F. (2d) 874 (CA-3). 

CCH Dec. 18,555, 17 TC 597. 

1" McLain, Exr. v. Jarecki, 55-1 ustc { 11,512, 
126 F. Supp. 621 (DC II1.). 

® ‘‘Settlors,’’ ‘‘grantors’’ and ‘‘creators’’ are 
used as interchangeable words in this article 
to aid in clarifying its fundamental ideas. 

181939 Code Sec. 811(1); 1954 Code Sec. 2035. 
Prior to September 24, 1950, transfers more 
than two years prior to death could not be taxed 
or challenged as taxable. " 
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In the absence of contemplation of death, 
transfers that take effect in possession or 
enjoyment at or after death, as in the case 
of a life estate or power of revocation in 
the donor, are taxable in the decedent’s 
estate. In reverter cases, only the value of 
the property subject to the reverter and not 
that of the reverter is subject to estate tax.” 


Finally, all transfers, in trust or other- 
wise, where the decedent reserved the right, 
either alone or with any other person or 
persons, to designate the persons who shall 
enjoy the property, or where the decedent 
reserved the power to change the beneficiaries, 
are includable in the decedent’s estate.” 

Reciprocal trusts also have federal in- 
come tax implications. As a tax-avoidance 
plan, reciprocal trusts are expected, by the 
transfers of property, to escape both estate 
taxes and income taxes on the earnings and 
profits from these properties. Just as re- 
ciprocal trusts are, relatively, failures, they 
have also proven to be unsuccessful as 
federal income tax minimizers. As in the 
field of estate and gift taxes, the income tax 
consequences depend upon the provisions of 
the trust instruments. Once trusts are found 
to be reciprocal, their estate, gift and in- 
come tax consequences become interdepend- 
ent. Crossed trusts proven reciprocal are 
treated as uncrossed for federal income as 
well as for estate and gift taxes. 

For income tax purposes, a grantor is 
taxable on that part of the trust income 
which may be presently or in the future 
distributed to him in the discretion of the 
grantor or of any person not having a sub- 
stantial adverse interest in the disposition 
of such part of the income.” In the Tobin 
case,” the Fifth Circuit held that the trusts 
in question were not reciprocal because the 





% 1939 Code Secs. 811(c), (h) and (i); 1954 
Code Secs. 2035-2037, 2043(a) and 2044. Helver- 
ing v. Hallock, 40-1 ustc {§ 9208, 309 U. S. 106, 
60 S. Ct. 444; Technical Changes Act of 1949; 
Klein v. U. 8., 2 ustre { 706, 283 U. S. 231 (1931); 
U. 8. v. Welis et al., Exr., 2 ustc { 715, 283 
U. S. 102, 51 S. Ct. 446 (1931), aff’'g 39 F. 
(2d) 998. 

% 1939 Code Sec. 811(d); 1954 Code Sec. 2038; 
Regs. 105, Sec. 81.20. Giannini v. Commissioner, 
45-1 ustc { 10,186, 148 F. (2d) 285 (CCA-9), aff'g 
CCH Dec. 13,638, 2 TC 1160, cert. den., October 
8, 1945; Mollenberg Estate v. Commissioner, 
49-1 ustc § 10,715, 173 F. (2d) 698, aff'g CCH 
Dec. 16,183(M), 6 TCM 1298; May, Ear, v. 
McGowan, 51-1 vustrc { 10,808, 97 F. Supp. 326 
(DC N. Y., 1950); Hstate of Ambrose Fry (Mit- 
chell), CCH Dec. 16,030, 9 TC 503; Central 
Trust Company, Admr. v. U. 8., 481 vustc 
{ 10,613, 167 F. (2d) 133 (CCA-6). 

%*1939 Code Sec. 167(a)(1), (2); 
Sec. 677. 


1954 Code 
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terms were not identical and an advisory 
committee, made up mostly of persons other 
than the grantor or beneficiary, controlled 
the income and principal available for dis- 
tribution. 


The United States Supreme Court in the 
famous Clifford case held that the income of a 
trust is taxable to the grantor under Sec- 
tion 22(a) of the 1939 Code, although it is 
not payable to the grantor himself and is 
not to be applied in satisfaction of his legal 
obligation, if he has retained so complete 
a control of the trust that he is still in 
practical effect the owner of its income.” 
In the Stuart case, the Supreme Court held 
that where the Clifford doctrine applies, not 
only Section 22(a) but also Section 167 (a) 
(1) and (2) of the 1939 Code also applies.” 


The Clifford doctrine caused so much 
litigation that the Treasury promulgated 
regulations applicable to taxable years be- 
ginning after December 31, 1945. They 
define and specify the factors that demon- 
strate grantor’s retention of trust control 
sufficient to constitute constructive receipt 
of the income therefrom. Generally, the 
grantor is taxable on trust income if he 
has a reversionary interest after a relatively 
short term, a power to determine or control 
beneficial enjoyment of income or corpus, 
or administrative control of the trust.” 


These Clifford Treasury regulations under 
the 1939 Code remain as yet unchanged. 
They explain more specifically as to short- 
term trusts that trust income is taxable to a 
grantor who has a reversionary interest in 
corpus or income to take effect within ten 
years and 15 years in certain specified 
cases. In the Clark case,” the Tax Court 
refused to apply this strict ten-year rule and 
held that the grantor was not taxable on the 


1 Tobin v. Commissioner, 50-2 ustc { 9397, 183 
F. (2d) 919 (CA-5), rev’g CCH Dec, 16,712, 11 
TC 928. See also D. G. McDonald et al., CCH 
Dec. 19,418, 19 TC 672; Oleta A. Ewald, CCH 
Dec. 13,347, 2 TC 384, aff'd, 44-1 ustc 7 9266, 141 
F. (2d) 750 (CCA-6); Irish v. Commissioner, 
42-2 ustc { 9577, 129 F. (2d) 468 (CCA-3), aff’g 
CCH Dec. 11,699, 43 BTA 864. 

1% Helvering v. Clifford, 40-1 ustrc { 9265, 309 
U. S. 331, 60 S. Ct. 554, 111 F, (2d) 896, 1940-1 
CB 105, rev'g 39-2 ustc § 9626, 105 F. (2d) 586, 
rev'g CCH Dec. 10,446-B. 

” Helvering v. Stuart, 42-2 ustc { 9750, 317 
U. S. 154, 63 S. Ct. 140, 1942-2 CB 198, rev'g 
42-1 ustc § 9159, 124 F. (2d) 772 (CCA-7), rev’g 
CCH Dec. 11,401, 42 BTA 1421. 

* Regs. 118, Sec. 39.22(a)-21; 1954 Code Sec. 
61. 
21 Commissioner v. Clark et al., 53-1 wusrc 
7 9217, 202 F. (2d) 94 (CA-7), aff'g CCH Dec. 
18,794, 17 TC 1357; see also Central National 
Bank of Cleveland v. Commissioner, 44-1 vustc 
{| 9202, 141 F. (2d) 352 (CCA-6). 


TAXES—The Tax Magazine 





income from a charitable trust solely on the 
cound that he had a reversionary interest 
in corpus that was to take effect in nine 
instead of ten years. On appeal, the Tax 
Court’s decision was affirmed by the Seventh 
Circuit, but this court decided that the trust 
term was actually ten and not nine years. 
It also held that the ten-year provision of 
the regulation was unreasonable, arbitrary 
and unconstitutional and could not be ap- 
plied retroactively to the trust in question. 
Deductions, like income, are to be computed 
as if they were those of the taxpayer in- 
dividually.” 


To prevent the use of transfers in trust 
as a means of avoiding taxes by the grantor, 
Sections 166 and 167 of the 1939 Code, 
known as Sections 676 and 677 of the 1954 
Code, had been enacted. This is accom- 
plished by creating exceptions to the general 
rule that trust income is taxable to either 
the trustee or the beneficiary. One excep- 
tion under Sections 166 and 167 provides 
that the grantor remains subject to income 
taxes on trust income where the trust 
principal is regarded as being owned by 
the grantor, as in the case of a revocable 
trust. He is not so taxable if the power 
of revocation is held by, or shared with, a 
person who has a substantial adverse in- 
terest. A mere possibility of a reversion 
does not make the grantor taxable.” 


Income from a trust is taxable to the 
grantor where the latter retains an interest 
in the trust. This would be so if the income 
were accumulated for the grantor, if the 
trust income were distributable to the grantor, 
or if the trust income might be applied 


2 Silverthau v. U. 8., 38-2 ustc { 9504, 26 F. 
Supp. 242 (DC Conn.); Mary #. Wenger, CCH 
Dec. 11,235, 42 BTA 225 (nonacq. 1940-2 CB 14), 
aff'd, 42-1 ustc { 9438, 127 F. (2d) 523 (CCA-6), 
cert. den., December 6, 1942; Edith Balch, CCH 
Dec. 11,781, 44 BTA 269, aff'd, 42-2 usrc { 9576, 
129 F. (2d) 472 (CCA-6); Cochran v. U. 8., 45-2 
ustc 7 9440, 105 Ct. Cls. 628. 

23 Regs. 118, Sec. 39.166-1, for years beginning 
1946. Fulham v. Commissioner, 40-1 ustc { 9378, 
110 F. (2d) 916 (CCA-1), aff’'g CCH Dec. 10,743, 
40 BTA 48; Reinecke v. Smith, 3 ustc { 1089, 
289 U. S. 172, 53 S. Ct. 570 (1939), rev’g 61 F. 
(2d) 324 (CCA-7); Helvering v. Wood, 40-1 ustc 
4 9266, 309 U. S. 344, 60 S. Ct. 551, aff'g 39-2 
ustc 19550, 104 F. (2d) 1013 (CCA-2), aff’g 
CCH Dec. 10,058, 37 BTA 1065; Carkhuff v. 
Commissioner, 36-1 ustc { 9271, 83 F. (2d) 626 
(CCA-6), cert. den., October 12, 1936; Sterling 
Morton, CCH Dec. 10,518, 38 BTA 1283, aff'd 
40-1 ustc § 9178, 109 F. (2d) 47 (CCA-7); Harry 
J. Miller, CCH Dec. 19,649(M), 12 TCM 506; 
Welch v. Bradley, 42-2 ustc § 9606, 130 F. (2d) 
109 (CCA-1), rev’g 41-1 ustc { 9346, 37 F. Supp. 
788. Regs. 118, Sec. 39.22(a)-21. 
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to pay premiums on the insurance policies 
on the life of the grantor. Beginning in 
1943, discretionary trusts for maintenance 
or support of wife or minor child whom 
the grantor is legally obligated to support 
render the grantor subject to income taxes 
therefor, if he, acting as trustee, or another 
person, so does but only to the extent that 
the expenditures are made.* Income of 
trusts used to satisfy grantor’s other legal 
obligations is also taxable to the grantor.” 
The income of trusts in which grantor re- 
tains substantial dominion or control over 
the trust corpus is also taxable to the 
grantor.” 


The Clifford regulations,” promulgated in 
1947, proved so salutory despite much 
grumbling and the charge of unconstitu- 
tionality * that they were incorporated in 
large measure as Sections 671 through 678 
of Subpart E of Subchapter J of the 1954 
Internal Revenue Code. 


The 1954 Code thus provides that the 
income of a trust may be taxable to the 
grantor rather than to the trustee or bene- 
ficiary. The grantor is taxable if he’ retains 
a reversionary interest in the trust corpus 
or income which may take effect within ten 
years from the creation of the trust. How- 
ever, if the trust income is payable to an 
income benficiary for life with a reversion in 
the grantor, the latter is not taxable on 
the income even though the life expectancy 
of the income beneficiary is less than ten 
years. On the other hand, if the trust in- 
come is payable only to a designated school, 
hospital or church, the grantor will not be 
taxable because of the grantor’s .reversion- 


* Regs. 118, Sec. 39.167-1, 2. Everett D. Graff, 
CCH Dec. 10,870, 40 BTA 920, aff'd, 41-1 usrc 
{ 9188, 117 F. (2d) 247 (CCA-7); Kent v. Roth- 
ensies, 41-1 ustc { 9479, 120 F. (2d) 476 (CCA-3), 
cert. den., October 13, 1941; Kent v. U. 8., 45-1 
ustc { 9287, 103 Ct. Cls. 714, 60 F. Supp. 203; 
McDonald et al., cited at footnote 17; Oleta A. 
Ewald, cited at footnote 17; Burnet v. Wells, 3 
ustc § 1108, 289 U. S. 670, 53 S. Ct. 761 (1933), 
rev’g 63 F. (2d) 425 (CCA-8); du Pont v. Com- 
missioner, 3 ustc § 1106, 289 U. S. 685 (1933), 
aff’'g 63 F. (2d) 44 (CCA-3); Henry G. Miller 
et ux., CCH Dec. 19,076(M), 11 TCM 684; 
Edgar 8. Peierls, CCH Dec. 16,957, 12 TC 741; 
Estate of Emanuel Sturman, CCH Dec. 16,708, 
11 TC 890. 

* Douglas v, Willeuts, 36-1 ustc { 9002, 296 
U. S. 1, 56 S. Ct. 59. Regs. 118, Sec. 39.167-1. 
Sokol, CCH Dec. 15,331, 7 TC 567; Hamiltcn 
et al., CCH Dec. 15,312(M), 5 TCM 645; Krause, 
CCH Dec. 14,777(M), 4 TCM 895. 

* Regs. 118, Sec. 39-22(a)-21. 
Clifford, cited at footnote 18; 
Stuart, cited at footnote 19. 

™ Regs. 118, Sec. 39.22(a). 

33 Commissioner v. Clark et al., cited at foot- 
note 21. 


Helvering v. 
Helvering v. 
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ary interest unless the reversion will take 
place within two years.” 

The grantor is taxable on the trust in- 
come if he or an adverse party or both have 
the power to dispose of the corpus or in- 
come without the consent of any adverse 
party. However, the power in anyone will 
not cause the income to be taxed to the 
grantor (1) to apply trust income to sup- 
port grantor’s dependents except to the 
extent so applied, (2) to change the dis- 
tribution of income only after ten years of 
the existence of a trust, (3) to affect by 
will the distribution of the current income 
except the accumulated income of a trust, 
(4) to shift corpus or income from one 
charity to another, (5) to invade corpus for 
the benefit of any designated beneficiary, 
(6) to postpone payment of income to a 
beneficiary for a reasonable time, (7) to 
payment of income to a_ bene- 
ficiary during his minority or disability, and 
(8) to apportion receipts and disbursements 
between corpus and income according to 
sound trust accounting principles.” 


postpone 


The grantor is not taxed on trust income 
if the power to distribute corpus or income 
within a class of beneficiaries is held by a 
person other than the grantor or one re- 
lated and subservient to him. He is not 
taxed on the trust income if the power to 
apportion income among a class of bene- 
ficiaries according to a reasonably definite 
external standard recited in the trust agree- 
ment—such as illness or education—is held 
by a trustee other than the grantor or his 
wife. However, if any person has a power to 
add to the designated beneficiaries, anyone ex- 
cept after-born or after-adopted children, 
the income is taxable to the grantor. 


The grantor is taxable on trust income 
where the administration of the trust is 
exercisable chiefly for the benefit of the 
grantor rather than that of the beneficiaries. 
Examples: (1) This would be true if the 
power to deal with the trust property or 
income for inadequate consideration were 
vested in the grantor or in a nonadverse 
party or both, without the approval of an 
adverse party. (2) It would also be true 
if the power vested as in (1) enabled the 
grantor to borrow the trust corpus or in- 
come without adequate interest or security. 
The grantor would also be taxable on the 
trust income where the grantor had directly 
or indirectly borrowed trust corpus or in- 
come and had not repaid same by the end 


of the taxable year, or if the general powers 
of administration exercisable by anyone 
redounded to the grantor’s advantage. 


The trust income is taxable to the grantor 
if he or anyone without adverse interest has 
the power to revoke the trust. But if this 
power is not exercisable for ten years (or 
two years, in the case of charitable trusts) 
after its creation, the grantor is not taxed 
en the income during that period. He will 
be taxable thereon after this period unless 
he renounces the power to revoke.” 


Income for the benefit of the grantor is 
taxable to him if it is or may be in the 
discretion of the grantor or a nonadverse 
party, distributed to the grantor, accumu- 
lated for future distribution to him, or used 
to pay premiums on his life insurance poli- 
cies except policies irrevocably payable to 
charity. But trust income is taxable to the 
grantor only to the extent that the income 
is applied for, to support or maintain bene- 
ficiaries whom he is obligated to so treat.” 


A power to acquire or release trust cor- 
pus or income may render a person other 
than the grantor subject to income taxes 
thereon. However, this general rule is ex- 
cepted if the grantor is already taxable on 
its income, or if the other person actually 
applies the trust income to support a legal 
dependent, or if such other person disclaims 
this power soon after he discovers it.” 


Conclusion 


The use of reciprocal trusts as a means 
of minimizing estate and income taxes has 
proven to be a vain and futile device. Even 
though the Newberry doctrine of 1953 re- 
stricts the broad application of the Lehman 
doctrine by requiring the Treasury to ad- 
duce evidence to establish tax avoidance 
by more than a coincidence of a number of 
simultaneous factors, taxpayers should not 
expect much tax-saving appeal from the new 
doctrine. 


In conclusion, it must be acknowledged 
that the federal estate and income tax 
savings of crossed trusts can be salvaged 
by taking adequate precautions to insulate 
the trusts against the imputation of reci- 
procity. This can be achieved by avoid- 
ing (1) the use of substantially identical 
provisions, (2) the use of the same drafts- 
men and (3) the execution of the trusts 
at about the same time in consideration 


for one another. [The End] 








% 1954 Code Secs. 170(b)(1)(A) and 673. 
% 1954 Code Sec. 674. 
%1 1954 Code Sec. 676. 


350 


May, 1956 @ 


33 1954 Code Sec. 677. 
88 1954 Code Sec. 678. 
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Income and Property of Decedents 
and Their Estates 


By W. FLETCHER HOCK, New York Attorney and CPA 


Section 691 of the 195. 


ode (1939 Code Section 126) 


is calculated to tax income that otherwise would have escaped 

taxation in the tax processes of decedents and their estates. On the other 
hand, 1954 Code Section 1014 (1939 Code Section 1 13(a)(5)), 

which provides for a new cost basis for all property owned by a decedent 
at the date of his death, in a way permits income to escape taxation 
which otherwise might have been subject to tax. 

In this article, the author discusses these Code sections and the 


leading court decisions pertinent to the 


interpretation of the taxability of decedents and their estates. 


7HEN a person dies, he ceases to be 

a taxpayer because he no longer exists. 
A nonexistent person cannot be subject to 
an income tax. An income tax must be 
paid for the period up to the date of death, 
but, otherwise, the decedent is through as 
a taxpayer. All of the decedent’s property 
passes immediately to his estate, which is 
thereby brought into existence as a new 
taxable entity,which is subject to tax on its 
own income. A new taxpayer is born. 


This would all be very simple except for 
two rather conflicting provisions of the 
income tax law, which have produced a 
situation that, at times, has caused needless 
confusion and injustice to taxpayers. One 
such provision of the law is Code Section 
691, which taxes income of the decedent to 
his estate (or other person who receives 
that income). This results in taxing income 
that otherwise would have escaped tax. For 
example, if interest has accrued up to the 
date of the death of the decedent, that 
interest is income of the decedent and not 
income of the estate (£. S. Heller, CCH 
Dec. 3380, 10 BTA 53; E. C. Loose, CCH 
Dec. 4818, 15 BTA 169). If the decedent 
was on the cash basis of accounting, the 
accrued interest would not be taxable to 
him, because he did not recetve it prior to 
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his death. Therefore, the interest would 
escape income tax, except for the provi- 
sions of Code Section 691, which makes the 
interest taxable to the estate (or other 
person who receives it). The other pro- 
vision of the law is Code Section 1014 
which gives a new cost basis to all property 
owned by a decedent at the date of his 
death (except property represented by ac- 
crued income, which is taxable under Code 
Section 691, as explained above). The new 
cost basis is the value of the property at 
the date of the decedent’s death (or one 
year later). This Section of the law permits 
income to escape tax that otherwise might 
have been subject to tax. To that extent, 
it is the exact opposite of Code Section 691. 
For example, an employer, being without 
funds, might give his employee a note for 
$1,000 in lieu of paying the employee's 
compensation of $1,000 in cash. The note 
had no value when the employee received 
it, because the employer was practically 
insolvent at that time. However, at the 
time of the employee’s death, the employer 
had not only become solvent but also he 
had become very successful. The note 
would, therefore, be valued at its full face 
value of $1,000 at the date of decedent’s 
death under Code Section 1014. That value 
would establish a new basis for the 
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note of $1,000. A short time later, when 
the note matured and the estate collected 
the full $1,000, that $1,000 would escape all 
income tax since it did not exceed the cost 
basis of the note to the estate. That is so 
even though the note had originally been 
given to the decedent as taxable compensa- 
tion. The mere valuation of the note at 
the date of the decedent’s death at $1,000 
did not cause any income to accrue under 
Code Section 691. No income of any kind 
is ever realized as a result of the mere 
appreciation in value of property (Mertens, 
Law of Federal Income Taxation, Volume 1, 
Section 5.05 and cases cited in footnote 44). 
Section 39.41-2 of Regulations 118 provides 
that “appreciation in the value of property 
is not even an accrual of income... .” 


There seems to be a tendency to place 
great emphasis on Code Section 691 and to 
stretch that section out of all proportions to 
its actual meaning. At the same time 
Code Section 1014 is either ignored or its 
application is so limited as to make that 
section almost nonexistent in many situa- 
tions. The injustice and the resulting con- 
fusion are quite apparent. 


Income in Respect of a Decedent 


Section 691(a) of the 1954 Code (Section 
126(a) of the 1939 Code) is a very simple, 


understandable provision of the tax law. 
It merely taxes the “gross income in 
respect of a decedent” to the person who 
collects that income. It is perfectly clear 
that “gross income in respect of a decedent” 
means gross income accrued up to the date 
of death of a decedent. The committee 
reports on Section 126 of the 1939 Code 
clearly so provided. They pointed out that, 
under former Section 42 of the 1939 Code, 
the final return of the decedent included 
“all income accrued up to the date of his 
death” and that the new Section 126 “changes 
the existing law by providing that such 
amounts” should be taxed to the persons 
receiving them (1942-2 CB 435 and 579). 
The committee reports on Section 691 of 
the 1954 Code again state that “the 1942 
amendments made the income accrued solely 
by reason of the decedent’s death taxable 
to the actual recipient.” In Estate of R. R. 
Huesman, CCH Dec. 18,183, 16 TC 656, the 
court pointed out that “Section 126 of the 
Code was added ... to provide that income 
accruing to a decedent because of his death 
was not includible in his final return but was 
to be treated as income ... by the one re- 
ceiving the right to such income.” In 
E. V. O’Daniel v. Commissioner, 49-1 ustc 
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7 9235, 173 F. (2d) 966 (CA-2), the court 
said that “the Congress Reports show that 
it was the object of the legislation that 
resulted in Section 126(a), supra, to spread 
over several years the tax on the income 
of a decedent which had ‘accrued’ at his 
death.” Many of the decisions on 1939 
Code Section 126 cite Helvering v. Enright, 
41-1 ustc 7 9356, 312 U. S. 636, as an 
authority. That decision construed former 
Section 42 of the 1939 Code which ex- 
plicitly provided for taxing income accrued 
up to the date of death of the decedent and 
that decision defined such accrued income. 


Common sense would seem to make it 
clear that the gross income of a decedent 
can only be of two types, namely, income 
received by the decedent prior to his death 
(on which the decedent is clearly taxable) 
and income accrued up to the date of his 
death. Therefore, the “gross income in 
respect of a decedent” in Code Section 691 
could only refer to the latter income. 
Surely there is not the slightest indication 
at any point that Code Section 691(a) was 
intended to refer to income of the decedent’s 
estate subsequent to the date of death, which 
is clearly taxable to the estate as estate 
income under other provisions of the Code 
(Section 641, etc.). 


Code Section 691(a) (3) merely provides 
that “the right” of the decedent to receive 
the accrued income under Code Section 
691(a)(1) above shall have the same char- 
acter to the person who receives it as it 
would have had if the decedent had lived 
to receive it. In other words, if the income 
accrued up to the date of the decedent’s 
death is a dividend, then it will retain its 
character as a dividend and be taxed as a 
dividend to the recipient thereof. There 
is no basis whatsoever for holding that 
Code Section 691(a)(3) meant to apply the 
reverse situation, namely that all income 
that would have been income to the de- 
cedent, if he had lived, should be taxed as 
income accrued at his death under Code 
Section 691(a)(1). Such a fallacious argu- 
ment would result in all income of an 
estate being taxable under Code Section 
691(a)(1), since all income of the estate 
would have been income to the decedent 
if he had lived. That argument would 
completely nullify the provisions of Code 
Section 641 which taxes the income of an 
estate to the estate as estate income. It 
would also nullify Code Section 1014 in 
connection with sales made by the estate. 
Any profit made by an estate on sales of 
estate assets would have been a profit to the 
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decedent, if he had lived. Therefore, under 
such an argument, that profit would be 
taxable as accrued income of the decedent 
under Code Section 691(a)(1). In that 
event, the decedent’s cost basis for the 
property would necessarily have to be used 
in determining the profit on all sales made 
by estates (instead of the value at the date 
of death under Code Section 1014). 


The meaning of the law would seem to 
be so very clear that any further discussion 
of the point would only tend to be redundant. 


Accrued Income 


Accrued income has been clearly defined 
to be income that the taxpayer has a “right 
to receive,” as distinguished from income 
that the taxpayer has actually received 
(Spring City Foundry Company v. Commis- 
sioner, 4 ustc J 1276, 292 U. S. 182, Helver- 
ing v. Enright, cited above and Putnam 
Estate v. Commissioner, 45-1 ustc J 9234, 324 
U. S. 393). However, the mere “right to” 
income does not cause income to accrue. 
For example, a partnership might be as- 
sured that it will definitely earn large profits 
from valuable inventories that it owns or 
from services that it is in a position to 
render to an established clientele. The 
partners have a conclusive “right to” those 
assured profits under the partnership agree- 
ment. However, the partners will not have 
a “right to receive” those profits until 
payment of those profits can be made to the 
partners as a result of the profits having 
been actually earned. In other words, there 
may be a “right to” unearned profits when 
and if they are earned, but there cannot 
be a “right to receive” profits until they 
exist as a result of having been earned. 
Mertens, Law of Federal Income Taxation, 
Volume 2, Section 12.75, states the rule that 
a “right to or a liability for a fixed or de- 
terminable amount does not require or 
permit accrual if the item is uncollectable.” 
It would seem to be clear that a stock- 
holder’s “right to” future dividends, when 
and if they are ever earned, could not be 
accrued, under any circumstance, until the 
corporation had earned the profits with 
which to pay the dividends. In North 
American Oil Consolidated v. Burnet, 3 ustc 
943, 286 U. S. 417, income collected by a 
receiver in 1916 was paid over to the tax- 
payer in 1917 when a dispute as to the 
ownership of property was settled by the 
court. The income was held not to be tax- 
able to the taxpayer in 1916 on either the 
cash or the accrual basis, even though the 
taxpayer claimed a “right to” the income 


Income and Property of Decedents 


and entered it on its books in 1916. The 
taxpayer “was not required to report as 
income an amount which it might never 
receive.” 


In connection with the “right to receive” 
income the word “receive” is essential to 
the accrual of income to the extent that the 
taxpayer must be entitled to payment of the 
income, in the sense that it is definitely 
collectible by him, even though not yet 
payable. That was made very clear in 
Putnam Estate v. Commissioner, cited above. 
In that decision, the decedent owned stock 
in a corporation which had declared a divi- 
dend prior to his death but the dividend 
was payable (as of a record day) after his 
death. As soon as the corporation had 
declared the dividend, it had thereby segre- 
gated a part of its earned surplus as a 
liability payable to its stockholders. There- 
fore, the stockholders, including the de- 
cedent, had a fixed “right to” that dividend 
at that time. However, they did not have 
a “right to receive” the dividend until the 
time when it became payable, which was 
after the decedent’s death. In other words, 
although the decedent had a “right to” the 
dividend prior to his death and he was 
certain to eventually receive that dividend 
when it was paid (unless he disposed of the 
stock), the court held that he did not have 
the “right to receive payment upon the 
declaration” of the dividend. It is only 
the separation of the corporate earnings “by 
a completed dividend, which assigns a part 
of those earnings to a stockholder,” that 
gives to the stockholder a right to the 
payment of the dividend, as being collecti- 
ble by him. Therefore, the court held that 
the dividend had not accrued at the de- 
cedent’s death (under former Code Section 
42) because it still left the “identity of the 
recipient at large” until such time as the 
dividend became payable to him, and “such 
uncertainty destroys any conception of ac- 
crual as involving a right to receive.” The 
result is that it must be certain that the 
decedent has a conclusive “right to receive 
payment” of the income (dividend), so that 
it is definitely collectible by him, in order 
that income may be accrued at his death. 


The decision in Helvering v. Enright, cited 
above, in no way changed the basic principle 
that income accrues only as the result of a 
“right to receive” that income. The court 
distinctly cited its prior decisions that had 
so held. 


In the Enright decision, the decedent had 
been a lawyer and the court merely held 
that he had a “right to receive” all of the 
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fees that had been earned by him up to the 
date of his death on the theory of quantum 
meruit. In other words, at the moment that 
he had rendered the services he had a “right 
to receive” payment for those services. That 
is not unlike the salary that is received by 
an employee. The moment that an employee 
renders services, he has a “right to receive” 
payment for those services at the agreed 
amount, even though actual payment is not 
to be made until a later date. The only 
difference is that a lawyer’s fees for his 
services do not accrue as a fixed amount 
from day to day, as in the case of the salary 
of an employee. The court eliminated that 
problem by holding that the fees were 
taxable as income accrued at the date of the 
lawyer’s death to the extent they were 
“capable of approximate valuation” and “the 
requirement of valuation comprehends the 
elements of collectibility.” In other words, to 
the extent that the fees were known to 
contain “the elements of collectibility” at the 
decedent’s death, so that the decedent had 
the “right to receive’’ payment of the fees, 
as being definitely collectible by him, they 
could be given an approximate value as ac- 
crued income. Therefore, the “right to 
receive” income means the “right to collect” 
that income. (See Mertens, Law of Federal 
Income Taxation, Volume 2, Section 12.75.) 


The only problem in this case was that 
the lawyer was a member of a partnership. 


The partnership was on the cash method . 


of accounting so that it would not have 
accrued any of its fees. The estate con- 
tended that this method of accounting should 
control for the deceased partner, as far as 
his partnership earnings were concerned, 
because he was only required to pay a tax 
on his share of the income of the partner- 
ship, as reported by the partnership. The 
court pointed out that a particular “method 
of accounting” did not control. For ex- 
ample, the decedent himself was on the cash 
method af accounting, so that if his “method 
of accounting” controlled there could never 
be any accrual of income to the decedent, 
as was required under former Code Section 
42. Furthermore, an accrual “method of 
accounting” followed consistently over a 
period of years, might adopt a method that 
did not accrue all earnings. For example, 
the partnership might have adopted an 
accrual method that reported only the fees 
that had been billed but which had not yet 
been collected. That method would still 
not have accrued the fees that were due for 
services that had been rendered but which 
had not yet been billed. Therefore, the 
“method of accounting” should be disre- 
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garded, so that the fees that the taxpayer 
had a “right to receive” (as explained above) 
would be accrued at his death and not the 
fees that would have accrued at his death 
under some accrual “method of accounting.” 


Any idea that the Enright decision had 
somehow changed the established legal 
principle that income accrues only when the 
taxpayer has a “right to receive” that in- 
come, was quickly dispelled in Putnam 
Estate, cited above. In that decision, the 
court held that the uncertainty as to who 
might eventually receive the dividend (re- 
ferred to above) “destroys any conception 
of accrued as involving a right to receive or 
an obligation to pay, elements which we think 
are essential for accruals under our decisions.” 


The Words “in Respect of’ a Decedent 


Former Code Section 42 originally pro- 
vided that income “accrued” up to the date 
of death of a decedent was taxable in the 
decedent’s final return. Referring specific- 
ally to the Enright decision, cited above, 
Congress pointed out that former Code Sec- 
tion 42 had resulted in a great injustice to 
taxpayers, because the accrued income was 
“piled into his last year” (1942-2 CB 411). 
Therefore, on the basis of that decision, 
Congress enacted 1939 Code Section 126, 
now 1954 Code Section 691, which made 
“such amounts” taxable to the actual recipi- 
ent of the income, as explained above. How- 
ever, the words “accrued income” were 
changed to income “in respect of” a de- 
cedent. No explanation seems to be availa- 
ble as to the reason for that change. A 
reasonable solution to that mystery could be 
as follows: 


(1) The Enright decision had presented 
a serious argument as to the meaning of 
income “accrued” up to the date of death 
of a decedent. That decision had pointed 
out that there was a certain amount of 
confusion with another provision of the law 
that accrued income in accordance with the 
taxpayer’s “method of accounting,” as ex- 
plained above. It so happened that in the 
Enright decision, the partnership agreement, 
itself, had provided that fees for unfinished 
business should be accrued at the death of 
a partner. Some other agreement might 
not so provide and that could raise the 
whole issue all over again. Therefore, it 
was felt that it would be better to avoid 
using the word “accrued.” The words “in 
respect of” would help to make the defini- 
tion of accrued income in the Enright de- 
cision clearly applicable in all instances and, 


TAXES —The Tax Magazine 








also, eliminate any conflict with any other 
provision of the Code in regard to an 
accrual “method of accounting.” 


(2) It is an established principle of in- 
come tax law that the income of one person 
is taxable only to that person and it can 
not be taxed to someone else. For example, 
A cannot be taxed on B’s salary, interest, 
dividends, etc., merely because A collects 
them instead of B. This new provision of 
the law made the income of the decedent 
taxable to someone else, namely, the estate 
(or other person) when the estate collected 
the decedent’s income after his death. The 
new law did not apply to the income that 
belonged to the estate as estate income, 
but to the decedent’s income, which had 
accrued at the decedent’s death and which, 
therefore, belonged to the decedent. The 
result was that the new law would be taxing 
the decedent’s income to someone else, con- 
trary to an established principle of in- 
come tax law. In order to avoid this 
difficulty, the income was not referred to 
as income belonging to the decedent, be- 
cause it had “accrued” to him, at his death. 
It was only income “in respect of” the 
decedent that was to be taxed to someone else. 


(3) Congress has refused to repeal Code 
Section 1014, formerly Code Section 
113(a)(5), which values a decedent’s prop- 
erty as of the date of his death. Possibly 
some draftsman of 1939 Code Section 126, 
now Code Section 691, may conceivably 
have thought it was intended to repeal Code 
Section 1014 and that the use of the words 
“in respect of” would accomplish the de- 
sired result. If so, he was grossly mis- 
taken. The committee reports disclose no 
such intention and they would certainly 
have been very definite about it if there 
had been any such intention. Furthermore, 
Code Section 1014 is still very much in 
the law. 


Assets of Decedents 


In Helvering v. Enright, cited above, the 
Court held that the purpose of former Code 
Section 42 in taxing a decedent on all in- 
come “accrued” up to the date of his death 
was to “cover into income assets of de- 
cedents earned during their life time and 
unreported as income which on a cash 
return would appear in estate returns.” Now 
a decedent owns only two types of assets, 
just as he owns only two types of income 
(namely, income received and income ac- 
crued at his death; as explained above). 
One type of asset is actual property that is 
in the physical possession of the decedent 
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at the time of his death, such as the prop- 
erty right in the ownership of real estate, 
notes, royalty contracts, investments and so 
on, that he owns at his death. The other 
type of asset owned by a decedent is an 
accrued income asset that gives to the 
decedent a valid, fixed “right to receive” 
income as his property, because the pay- 
ment of that income is definitely due to him, 
such as the cash that is payable to the 
decedent, as his property, for services that 
he had rendered prior to his death. 


A property asset is not income. At most, 
it affords a possible “right to” income, when 
and if arly income may be earned in the 
future, but it is not a “right to receive” 
income that has already been earned. There- 
fore, a property asset is never subject to 
income tax except when it is received in 
payment of income. It is then taxed at the 
value at the time that it is received. If 
that value is zero, then it is not so taxed 
at all. As explained above, no income re- 
sults from the mere appreciation in the 
value of such property. Therefore, nothing 
occurs at a decedent’s death to cause a prop- 
erty asset to become accrued income. “On 
a cash return,” a property asset still would 
not “appear in estate returns” as. income. 
It would remain a property asset to the 
estate to which Code Section 1014 would 
apply. For example, if a decedent owned 
stock on which no dividends had been de- 
clared at the time of his death, that stock 
would be a property asset. It would give 
him a “right to” a share of the net assets 
of the corporation, a “right to” any profit 
on the sale of the stock and a “right to” 
all future dividends on the stock. However, 
it would not give him a “right to receive” 
any income at the time of his death. The 
fact that the stock was valued. at the de- 
cedent’s death (under Code Section 1014), 
still would not give the decedent a “right 
to receive” any income, either. He had a 
“right to” any profit that was reflected in 
that valuation, but he did not have any 
“right to receive” that profit until the 
stock was sold. Therefore, no income would 
accrue from the mere ownership or the 
valuation of a property asset. 


An accrued income asset is a valid, fixed 
“right to receive” income that has already 
been earned, as explained above. If the 
decedent did not have a fixed right to 
collect the income, then it would not be 
an asset at all. For example, a dividend is 
not an income asset of the decedent unless 
it had become payable to him prior to his 
death so that he had a fixed “right to 
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receive” it as his property (Putnam Estaie, 
cited above). Fees that have already been 
earned are not income assets of a decedent 
unless they were collectible by him as his 
property (Helvering v. Enright, cited above). 
A salary increase that the decedent fully 
deserved and which he had expected to 
receive at the time of his death would not 
be an income asset of the decedent unless 
it was collectible by him as a result of the 
employer having agreed to pay it. Hopes, 
wishes, expectancies and future prospects 
are not accrued income assets of decedents. 
If the decedent did not have a fixed “right 
to receive’ income at his death (as an 
accrued income asset), then on a “cash 
return” that income “would appear on es- 
tate returns.” (See Bull v. U. S., 35-1 ustc 
7 9346, 295 U. S. 247, discussed below.) 
Therefore, when the Court held that the 
purpose of former Code Section 42 was 
to “cover into income assets of decedents 
earned during their life time and unreported 
as income,” it could only have referred to 
accrued income assets owned by the de- 
cedent and not to property assets. That 
is so because an accrued income asset is 
income and not property. The Court merely 
held that the income, which an accrued in- 
come asset gave the decedent a “right to 
receive,” should be converted into taxable 
income of the decedent, as if that income 
had been actually received. In other words, 


income which a decedent had only a “right 
to receive,” when it was eventually paid, 
was to be taxed as if it had been fully paid. 
The result was to convert an asset, repre- 
senting a fixed claim to income, into tax- 
able income. 


The most important point to note is that 
the Court held that accrued income had to 
be an asset of the decedent. The accrued 
income not only had to be earned during 
the decedent’s lifetime, but also it had to 
be an asset of the decedent that he had a 
fixed right to collect as his property. The 
Court did not say that income accrued 
solely because it had been earned. It must 
also be an asset of the decedent—income 
that the decedent owned at the date of his 
death because he had a conclusive right to 


collect it as his property. That agrees with 
the definition of accrued income as pro- 
pounded by the Court. 


Property of Estates 


Section 1014 of the Code provides that 
“the basis of property” acquired by an es- 
tate (or other person) from a decedent is 
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the value of the property at the date of 
death of the decedent (or one year later). 
That applies to all assets of a decedent 
represented by property rights, as described 
above. It does not apply to income assets 
of a decedent represented by a “right to re- 
ceive” accrued income, as explained above, 
because those income assets are specifically 


excluded, as being fully taxable, under Code 
Section 691. 


The property right must be valued under 
the federal estate tax law as of the decedent’s 
death (or one year later) for the purpose 
of assessing that tax. That value then be- 
comes the cost basis of the property under 


Code Section 1014 (Section 39.113(a) of 
Regulations 118). 


The important point is that just because 
a property right must be valued at the date 
of death of a decedent that does not mean 
that any income has thereby accrued under 
Code Section 691. The problem of whether 
any income has accrued at a decedent's 
death must be determined separately, based 
solely upon the principles outlined above 
for determining whether any income has 
accrued and not because of any valuation 
that is made under Code Section 1014. The 
accrued income under Code Section 691 
should be determined as if Code Section 
1014 did not exist and as if no valuation un- 
der Code Section 1014 had been made, be- 
cause Code Section 1014 does not apply to 
income accrued under Code Section 691. 
For example, if a decedent owned a con- 
tract under which he had a “right to” any 
future oil royalties that might be earned, but 
he had no “right to receive” any payment 
at all or to collect anything until the royal- 
ties were earned, if at all, at some future 
date, then no income would have accrued 
under the contract at the decedent’s death 
under Code Section 691 (as explained above). 
At the decedent's death, he had no right to 
collect anything under the contract be- 
cause there was nothing then payable under 
the contract and there would not be any- 
thing payable to him until such time as the 
royalties might be earned at some distant 


date in the future. Surely, if a dividend that 
had already been earned and declared prior 


to a decedent’s death does not accrue at his 
death because it was not then payable to the 


decedent, then a royalty that had not even 
been earned at the decedent's death could 
not possibly accrue because there was 
nothing whatsoever that could be payable 
to the decedent (Putnam Estate, cited above). 
However, the contract, itself, still is a prop- 
erty right because it gave the decedent a 
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definite “right to” any future royalties that 
might exist and, as such a property right, 
it must be given some value at the de- 
cedent’s death. In Burnet v. Logan, 2 ustc 
{ 736, 283 U. S. 404, the decedent had ac- 
quired a contract right to certain mineral 
royalties, when and if they were earned in 
the future. The court held that ‘“some 
valuation — speculative or otherwise — was 
necessary’ for the contract as a property 
right owned by the decedent at her death 
“in order to close the estate.” The court 
then concluded that such value for the con- 
tract could be recovered free from income 
tax out of the future royalties, when they 
were collected. See also Hatch v. Commis- 
sioner, 51-2 ustc 9378, 190 F. (2d) 254 
(CA-2). 

In connection with a property right (as 
distinguished from an accrued income right), 
the future income yield of the property is 
usually an important factor in determining 
its value. For example, all other things 
being equal, a share of stock that provides 
for the payment of 7 per cent cumulative 
preferred dividends out of future earnings, 
which are fully expected to be earned, will 
have a higher value than a share of stock 
that provides for the payment of only a 
2 per cent dividend out of future earnings, 
which are not expected to be received. The 
“right to” the expected future 7 per cent 
preferred dividends will be reflected in the 
value of the stock under Code Section 1014 
but that does not mean that those future 
dividends had accrued at the decedent's 
death under Code Section 691. 


Other examples of the valuation of prop- 
erty rights would include a situation where 
a decedent had invested only a small sum 
of money for tools for his plumbing busi- 
ness, but the business had developed a 
large potential earning capacity at the time 
of his death because of the good will that 
had been established through a large satis- 
fied clientele. The future earnings that 
were represented by that good will would 
be reflected in the value of the business as 
property owned by the decedent at his 
death. A parcel of real estate that can be 
expected to yield high rentals at the time 
of a decedent’s death will have a higher 


value than a similar parcel of real estate 
that has little or no rental value. The value 
of a patent will depend largely upon the 
royalties or profits that it is expected to yield. 

To the extent that the value of property 
at a decedent’s death under Code Section 
1014 exceeds the cost basis of that property 
to the decedent, the income represented by 
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that increase in value will escape all income 
tax under Code Sections 1001 and 1011, 
when that income is realized. Those sec- 
tions provide that any income “from the 
sale or other disposition” of property valued 
under Code Section 1014 shall be only the 
amount that is realized in excess of such 
value (cost basis). In other words, the 
value of property rights at the decedent’s 
death is not subject to income tax. Only 
the excess that is received over and above 
that value is taxable. That is the law and 
the fact that some different or greater 
amount might have been taxable to the de- 
cedent, if he had lived, cannot change that 
provision of the law. 


In the case of the stock and the plumbing 
business mentioned above, the tax-free in- 
come will usually be realized by a sale of 
the stock or the business at (or above) the 
increased value. In the case of the real es- 
tate and the patent, the tax-free income can 
be realized either by a sale of the real es- 
tate or the patent or by the deduction of 
the increased-cost basis (under Code Sec- 
tion 1014) as additional depreciation against 
the rents or royalties that are received from 
the property. In the case of the royalty 
contract, the tax-free income will be rea- 
lized either by selling the contract or by 
applying the future royalties that are re- 
ceived under the contract against the cost 
basis (under Code Section 1014). See Burnet 
v. Commissioner, cited above, and G. C. M. 
11473 XII-1 C. B. 91. 


The decision in Bull v. U. S., cited above, 
did not and could not change the express 
provisions of Code Section 1014, as explained 
above. In the first place that decision was 
construing the estate tax law and not the 
income tax law. Secondly, as has often been 
pointed out, that decision applied to the un- 
usual facts to which it referred. Although 
the decedent had a contract right to share in 
the future profits of a partnership, that right 
could only come into existence if his estate 
so elected, after his death. Until that was 
done, after his death, no one, not even the 
decedent, had any right of any kind whatso- 
ever to any income at all. The estate might 
very well have elected not to accept a share 
in the profits, since it would thereby also 
have to share in the losses. In that event 
the estate would never have received any- 
thing under the contract. Even if the es- 
tate did elect to share in the profits, but 
losses resulted instead, then there sstill 
would be no profits available to anyone. 
There would be only an obligation to pay 
out. Under such circumstances the dece- 
dent could not possibly own any right to 
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anything at his death—certainly nothing 
that could even be given a “speculative” value. 


The Court held that when the estate elected 
to share in both the profits and the losses 
of the business, the estate thereby became 
a member of the continuing partnership. 
The estate merely took the decedent’s place 
in the business. Therefore, just as “there 
is no justification for characterizing the 
right of a living partner to his share of 
earnings as a part of his capital,” so there 
was no justification for characterizing the 
earnings that belonged to the estate, as a 
living member of the firm, as being capital 
of the estate. It would have been quite dif- 
ferent if the decedent had had a fixed “right 
to” a share of only the future profits, if any. 


The Court observed that a situation some- 
times exists where the surviving partners 
agree to purchase the deceased partner’s 
interest in the business, which results in a 
sale. However, such a situation did not ex- 
ist here because the surviving partners had 
not agreed to purchase anything. In fact, 
the decedent did not own any tangible prop- 
erty connected with the business that he 
could have sold. Therefore, that situation 
had no application here. However, the 
Court did point out that when the surviv- 
ing partners entered into the contract, “the 
purpose may well have been to protect the 
good will of the business. But no sale of 
decedent’s interest or share in good will 
can be spelled out.” In other words, if it 
had been established that the decedent 
owned and had agreed to sell his share of 
the good will of the business, then it might 
have been possible to find that there had 
been a sale of that good will. However, it 
is often difficult to determine whether a 
partner owns any of the good will of a 
partnership. If he is a partner solely be- 
cause of seniority rights or ability without 
any clientele of his own or any real con- 
nection with the title of the firm, the chances 
are that he has no interest in the good will 
of the firm. Of course, that has no applica- 
tion to the good will of a sole proprietor- 
ship because all of the good will belongs 
solely to the sole owner of the business. 
Also, Section 736(b)(2) of the Code now 
provides a method for determining whether 
a partner owns any good will. 


A very ifportant point to note is that 
the partnership was a personal service busi- 
ness, namely, ship brokers. The Court dis- 
tinctly held that the contract might have 
been made to protect “the good will of the 
business.” Therefore, a personal service 
business can have good will. 
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When the estate did receive the future 
profits of the partnership, those profits 
must have represented compensation paid 
for services that the decedent had rendered 
prior to his death. That is so, because the 
decedent had not sold anything to the firm 
and there was no other reason for paying 
the profits to his estate. No one contended 
that the profits were paid as a gift or that 
the estate was to render any services to the 
business for which it was to be compensated. 
However, the Court did not hold that the 
profits had accrued to the decedent at his 
death simply because they represented pay- 
ment for income that he had earned from 
services that he had rendered prior to his 
death, although the Court did discuss the 
problem of income accrued at the decedent’s 
death at considerable length. If the profits 
had so accrued they would have been capi- 
tal of the estate that was subject to estate 
tax and not to income tax, under the law 
at that time. The Court decided to the con- 
trary. That conclusion agrees with the other 
decisions of the Court on the question of 
the accrual of income at a decedent’s death. 
The decedent had to have a “right to re- 
ceive,” namely, to collect, the profits atthe 
time of his death as his assets, in order for 
those profits to accrue at his death. Even 
if the decedent had had a “right to” the 
profits as a property right, when and if they 
were earned (which he did not have, in this 
instance, for the reasons explained above), 
they still would not have accrued at his 
death since he had no right to collect them 
at his death, as explained above. 


The decision, therefore, held that where 
a decedent did not own a property right of 
any kind to anything at his death (either as 
accrued income or otherwise), there was 
nothing subject to estate tax as an asset of 
the decedent’s estate. Therefore, the estate 
tax that had been paid on this contract had 
to be refunded. The Court did not attempt 
to value or suggest any value for the con- 
tract, as property of the estate. The pay- 
ment of the future profits of the partnership 
were held to be income of the estate. That 
follows not only from the fact that the es- 
tate was a partner in the continuing partner- 
ship under the particular circumstances here 
involved, but also because no property was 
owned by the decedent at his death that 
could be valued under Code Section 1014 
with a cost basis that could then be recov- 
ered tax free. 


A different situation existed in Burnet v. 
Commissioner, cited above, where the de- 
cedent had a fixed contract “right to” future 
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royalties at his death that did not depend 
upon some action to be taken after his death 
to create that right. The contract was a 
fixed property right that had to be valued 
at the decedent’s death at “some valuation— 
speculative or otherwise” and that value could 
then be recovered tax free. The Burnet deci- 
sion was in no way overruled by the Bull 
decision, even by implication. It could not 
be overruled as long as Code Section 1014 


remains in the law. 


Good Will as Property 


Good will may be briefly defined as “the 
advantage or benefit . . . in consequence 
of general public patronage . . . from con- 
stant or habitual customers -”’ (28 
Corpus Juris 729 and Bouvier’s Law Dic- 
tionary). It is not necessary for a business 
to have assets, tangible or intangible, in 
order for that business to have good will. 
Good will has no direct bearing on the 
assets of the business. It is not a question 
of a business having good will where it has 
assets of $50,000 and not having good will 
with assets of only $5,000. So long as a 
business is earning large profits from a sat- 
isfied clientele, it will usually have good will. 


If a person starts a business, he can 
usually expect to have many lean months 
with continuous expenses and losses until 
he has established a steady clientele. Rather 
than go through that ordeal and the risks 
involved, a person will often buy an es- 
tablished business, if he can. He will pay 
more than the assets are worth in order to 
acquire the established customers of the 
business, namely, the good will. There is 
nothing strange or unusual about that. 


Every type of business can have good 
will, whether it is a corporation, a partner- 
ship or a sole proprietorship. Space would 
not permit citing all of the cases in which 
the good will of a business has been recog- 
nized as property. Accountants may own 
property represented by good will (R. B. 
Horton, CCH Dec. 17,116, 13 TC 143 and 
R. S. Wyler, CCH Dec. 17,707, 14 TC 1251). 
An insurance broker can have good will 
(Remington, CCH Dec. 15,924, 9 TC 99). 
A ship brokerage business can have good 
will (Bull v. U. S., cited above). The sale of 
a decedent’s medical practice is a capital 
transaction (A. Meurlin, CCH Dec. 21,299, 
25 TC —, No. 19). 

If any kind of a business has produced 
large profits from an established clientele 
so that someone would be willing to pay for 
that good will in purchasing the business, 
then it should be held that good will exists. 


Income and Property of Decedents 


To the extent that the purchase price ex- 
ceeds the fair market value of all other as- 
sets of the business, it must be a payment 
for the good will. The excess payment must 
have been made for something. There is no 
reason to assume that it was made as a 
gift. It has been repeatedly held that in 
“the transfer of good will in the sale of a 
going business” a covenant not to compete 
is “nonservable” from the good will (Michaels, 
CCH Dec. 16,758, 12 TC 17; H. J. Burke, 
CCH Dec. 18,898, 18 TC 77; Wyler, cited 
above and Toledo Blade Company v. Com- 
sioner, 50-1 ustc J 9234 (CA-6), 180 F. (2d) 
357). Therefore, the payment is not made 
for not competing. Whether a capital gain 
will result from the sale of the good will 
is not material to this discussion. The only 
point is that, in the absence of some con- 
clusive evidence to the contrary, it should 
be held that good will can exist as property 
and that it must be valued at the decedent’s 
death under Code Section 1014. 


There is no reason why the clientele of a 
business should cease to patronize the pur- 
chaser of a business simply because the 
prior owner had died, any more than they 
would cease to patronize the purchaser of 
the business simply because the prior owner 
had retired and moved away. In either 
case the prior owner is out of the business. 
His method of departure is not important. 


Although the decision in Bull v. U. S., 
cited above, spoke primarily of tangible 
assets in the sale of a business, it did speak of 
good will. In any event, it is inconceivable 
that the Court intended to convey the im- 
pression that a business could only sell 
tangible assets and that if the assets of a 
business were intangibles, such as invest- 
ments, patents, contracts, franchises, etc., 
none of those assets could be sold. In the 
sale of any business, the intangible assets 
must be given the same consideration that 
would be given to tangible assets. 


Lower Court Decisions 


Possibly the problem can be clarified by 
a discussion of some of the adverse lower 
court decisions, as follows: 


Income accrued at death: of decedent.— 
O’Daniel v. Commissioner, cited above. In 
this decision the decedent had been fully com- 
pensated for all services that he had rendered 
prior to his death, so that he did not have 
any claim to anything more. Although the 
decedent’s employer had a bonus plan for 
many years, the decedent did not have any 
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fixed right to such a bonus until it was de- 
clared. Any bonus that the decedent might 
receive would simply amount to a bonanza. 
When the decedent died, the employer had 
not decided to pay any such bonus at all. 
The employer did not declare that any bonus 
would be paid until the following year. The 
court properly explained that former Code 
Section 126 applied only to income “accrued” 
up to the date of a decedent’s death, but it then 
held that the bonus had accrued as taxable 
income under Code Section 126. The court 
reached that conclusion by means of the 
following rather strange process: 


The court held that the fact that the de- 
cedent did not have any legally enforceable 
right to collect the bonus at the time of his 
death was totally unimportant. It cited 
Helvering v. Enright, cited above, to support 
its position but that decision had held that 
any compensation that was due to the de- 
cedent could be accrued at his death only to 
the extent that it was “capable of approxi- 
mate valuation” because it contained the 
“elements of collectibility.” The decedent 
had to have a “right” to collect the bonus be- 
fore it could be accrued at his death. That 
must mean that he had a legally enforce- 
able right to collect it. Otherwise, he would 
not have any right to collect it at all. He 
would only have a wish or a hope that he 
might be able to collect the bonus. As the 
court said, he would only have had “ex- 
pectancies.” Wishes, hopes and expectancies, 
alone, do not give anyone a right to collect 
anything. In that aspect, they are not “as- 
sets of decedents earned during their lifetime” 
(Helvering v. Enright, cited above). If they 
were assets, then every time that a person 
died, who wished, hoped or expected that 
someone might pay him a million dollars 
for something that he had done, his estate 
would have to pay an estate tax on that 
million dollar asset that he owned, even 
though he did not really own a cent, and 
never would own anything. 


The requirement that the decedent must 
have had a legally enforceable right to col- 
lect the bonus does not mean that it had to 
be enforceable at that moment. However, 
he must have had a right to so enforce it. 
For example, if an employer had agreed to 
pay an employee for work that he had 
done, the employee would have a legally 
enforceable right to collect the amount that 
was payable to him. The fact that he might 
not be able to enforce actual collection of the 
amount due, because it was payable on the 
next pay day, would not alter the situation. 
However, he would have to have had a 
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legally enforceable right in the first instance 
in order to ever collect anything. Once he 
had been paid in full, he would then have 
no right, legally enforceable or otherwise, 
to collect anything. 


The bonus would have to be “capable of 
approximate valuation” based upon its “col- 
lectibility” (Helvering v. Enright, cited above), 
before it would accrue. On that basis the 


value of the bonus would have been zero, 
because that is exactly what the decedent 
had a right to collect at his death. 


Although the court referred to the deci- 
sion in Helvering v. Enright as authority, it 
never mentioned that there had to be a 
“right to receive” the income, or a right to 
collect the income, before it could accrue. 
It did not mention that the accrued income 
had to be owned by the decedent as “assets” 
earned during his lifetime, that belonged to 
him at his death. It did not mention that 
the income had to be “capable of approxi- 
mate valuation” based upon its “collectibility.” 


The court went on to say that simply 
because the bonus would have been income 
to the decedent if he had lived, it thereby 
had accrued at his death. The fallacy of 
that argument has been explained above in 
connection with the discussion of accrued 
income and the application of Code Section 
691(a)(3) as to the character of that income. 


The court held that the bonus was tax- 
able income to the estate because the estate 
had acquired the right to it from the de- 
cedent. That would be true only if it had 
been gross income to the decedent in the 
first place, because the decedent had had 
a “right to receive” it as income accrued at 
his death (under 1939 Code Section 126, 
now Code Section 691). The fact is that the 
estate never received any right to the bonus 
at all from the decedent, because the de- 
cedent did not have any right of any kind 
to the bonus. He did not have a right to 
the bonus simply because he had rendered 
services, because he had been fully paid for 
those services. The bonus arose solely from 
the act of the employer in declaring the bonus. 
If the employer had not declared the bonus 
the estate would never have received any- 
thing. The decision was controlled by Bull 
v. U. S., cited above, where the decedent had 
no right to receive anything at his death. 
The bonus arose solely because of an elec- 
tion made by someone else (the employer), 
after the decedent’s death. 


Most important, the decision cited Com- 
missioner v. Guaranty Trust Company, 44-2 
ustc $9435, 144 F. (2d) 756 (CCA-2) as 
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authority for its conclusion. It will not be 
disputed that that decision did support this 
court and this court would have been abso- 
lutely correct on that basis. The only 
trouble is that that very decision had already 
been reversed, nearly four years prior to 
this decision, under the title of Estate of 
Henry Putnam, Guaranty Trust Company v. 
Commissioner, cited above. Needless to say, 
if the decision of the lower court supported 
this decision, then everything in this deci- 
sion had already been reversed and its 


conclusions were contrary to the holding of 
the United States Supreme Court. 


Unfortunately space does not permit a 
discussion of other decisions on this point, 
particularly those decisions which relied 
upon O’Daniel v. Commissioner. Such a 
discussion would include Linde v. Commis- 
sioner, 54-1 ustc { 9384, 213 F. (2d) 1 
(CA-9). However, the Linde decision has 
already been criticized twice (32 Taxes 654 
(August, 1954) and 33 Taxes 675 (Septem- 
ber, 1955)), so that out of kindness it should 
be ignored. 


Property of decedents.—Remington, CCH 
Dec. 15,924, 9 TC 99. In this decision the 
decedent had been an independent insurance 
broker. He was not a salesman or agent 
selling one particular product of one par- 
ticular employer, so that his customers 
would have little value to him unless he had 
that particular product to sell to them. The 
decedent was licensed to sell insurance as 
a general product to his customers, whom 
he represented, and then fill his orders 
where he pleased. He brought his orders 
to a brokerage firm, which might be com- 
pared to a wholesaler. He was free to 
take his customers elsewhere and did so 
except for one customer that he had lost 
or abandoned to the brokerage firm. How- 
ever, the firm agreed to pay him a share of 
its future earnings for that business and 
then bought the balance of the decedent’s 


business from his estate in a similar manner 
when he died. 


The court held that the share of the 
firm’s future earnings that the estate re- 
ceived under the above arrangements was 
taxable to the estate under 1939 Code Sec- 
tion 126 because the estate had consented to 
be so taxed. Apparently the court realized 
that a taxpayer cannot be taxed on accrued 
income when no such income, in fact, exists, 
so it went on to explain that the earnings 
were taxable income of the estate anyway. 


Relying on Bull v. U. S., cited above, the 
court held that the decedent did not own 


Income and Property of Decedents 


any property that could have been sold to 
the firm because there were no tangible 
assets in the business to be sold. Although 
the court had already admitted that “an in- 
surance broker establishes a going business 
of service to customers which has a ‘good- 
will” and that usually on his death “his 
‘goodwill’ and business as ‘a going concern’ 
is carried on by some one to whom it is 
sold by the estate,” the court never con- 
sidered the possibility that the decedent or, 


at least, his estate had sold that good will. 


It never mentioned that in the Bull decision, 
which it had cited, the Court had recognized 
that a service business can have good will 
and that such good will can be sold. 


The court indicated that the payments 
might have been made for not competing. 
However, as pointed out above, when a 
going business is purchased, any agreement 
not to compete is merged into and is “non- 
severable” from the good will that is acquired. 


The court held that there had been an 
assignment by the decedent of his income 
to the estate. However, there is not an 
assignment of income or property between 
a decedent and his estate. The estate takes 
over the decedent’s property by operation 
of law. If there were such an assignment, 
then there never would have been any need 
for former Code Section 42 (which taxed 
income accrued to the date of death of a 
decedent to the decedent, in his final re- 
turn). All of the income that had been 
earned and accrued up to the decedent’s 
death would have been taxable to the dece- 
dent as the assignor of that income, since 
income is taxed to the assignor and not to 
the assignee. 


The court did not consider that the con- 
tract owned by the decedent was a property 
right owned by him at his death, because 
it gave him a definite fixed “right to” some- 
thing, and that the property right had to 
be given some value, “speculative or other- 
wise,” at his death, which value could then 
have been recovered tax free under former 
Code Section 113(a)(5), now Code Section 
1014 (as was clearly established in G. C. M. 
11473, XII-1 CB 91). The contract was 
in no way like the one in the Bull decisian, 
cited above, that required that some action 
had to be taken after the decedent’s death 
before it could become effective. The dece- 
dent, here, had a fixed “right to” the pay- 
ments at his death to the same extent that 
the decedent had a fixed “right to” the 
royalties in Burnet v. Commissioner, cited 
above. Furthermore, the contract was not 
made with the decedent’s own partners in 
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his own business, as in the Bull case. It 
had been made with a separate entity so 
that the estate was to share in the profits 
and not in the losses of a distinct and sepa- 
rate business in which the decedent had no 
ownership or interest whatsoever. 


Worst of all, the court held that if new 
insurance was sold by the decedent’s suc- 
cessor to the decedent’s customers through 
“new policies,” the decedent was entitled to 
commissions on those sales, because those 
sales were “the fruits of his efforts and 
nothing else.” If that were so, then there 
was no need for the contract or the sale 
of the business. The estate could have 
claimed all of the commissions on all sales 
to the decedent’s customers, in any event, 
upon the theory of quantum meruit, since 
those were the result “of his efforts 
and nothing else.” If the estate had carried 
on the business, rather than sold it, the 
estate could have demanded a commission 
on the business that it had transacted and 
also the commission that was due to the 
decedent for his “efforts.” The brokerage 
firm would have had to pay twice for the 
same thing. In other words, if you renew 
your order for the same magazine with 
the successor to an independent magazine 
dealer, who had first acquired you as his 
customer, the commission goes to the for- 
mer dealer, even though he is dead. It was 
all the result of his “efforts,” so that he is 
the one to be paid. 


sales 


If the commissions had been 


already 
earned by the decedent through his “efforts,” 
then the court must have intended to say 
that they had accrued at his death, after all. 
However, the committee reports on the 1954 
Code state that an insurance broker's com- 
missions accrue at his death on insurance 


“sold by him in his life time.” Surely 
commissions on insurance sold by someone 
else after the decedent’s death could not so 
accrue. A right to share in the unknown 
future earnings, if any, to be earned by a 
distinct and separate entity, after the dece- 
dent’s death, could not have accrued at his 
death any more than a mere “right to” 
future unearned dividends on stock owned 
by a decedent can be accrued at a de- 
cedent’s death. There cannot be any “right 
to receive” income that does not even exist, 
when there is no “right to receive” any- 
thing until such income does exist. The 
decedent had only a “right to” any future 
earnings that might arise in the future. 
Such a “right to” income must be valued 
as a property right, but not as a “right to 
receive” income that had accrued at the 


362 May, 


1956 °@ 


decedent's death. The valuation of property 
does not cause income to accrue. No in- 
come is ever acquired from the mere ap- 
preciation in the value of property. The 
decedent did not have any “right to receive” 
anything that had been earned either by 
him or by anyone else prior to his death. 
He had no right to collect anything as in- 
come that belonged to him prior to his 
death. (See Cassatt v. Commissioner, 43-2 
ustc § 9579, 137 F. (2d) 745 (CCA-3).) 


Eleanor S. Howell, CCH Dec. 21,042, 24 
TC —, No. 37. In this decision the dece- 
dent was a member of a partnership that 
had acquired the assets (including a lease- 
hold) of a dissolved theatre corporation for 
about $10,000 in order to carry on that 
business. Shortly before the decedent’s 
death the capital of the partnership amounted 
to only about $4,500, consisting largely of 
leasehold improvements which passed to 
the owners of the theatre premises on the 
termination of the lease. No value was 
assigned to the leasehold at the decedent's 
death. Apparently, there was very little in 
the way of tangible assets that belonged 
to the partnership and practically none that 
could ever be recovered by the partners on 
a liquidation of the business. 

The partnership agreement provided that 
upon the decedent's death his share of any 
assets of the business should remain in the 
business and that his estate should continue 
to share in the profits of the business for 
a period of years after his death. The busi- 
ness was then to be wound up and the 
decedent’s estate would then presumably 
receive the decedent’s share of any assets 
of the business, except that there would be 
little or no assets to distribute, as explained 
above. At any rate, there was no sale of 
the decedent’s share of any assets of the 
business, such as they were. 

The decedent's “right to” a share of the 
future profits of the business after his death 
was a fixed right that did not depend for 
its existence upon some action to be taken 
by someone else after the decedent's death. 
Therefore, the court, very properly, held that 
“the right of decedent’s estate to share in 
the profits of the theatre business clearly 
was a valuable asset” of the estate. It was 
valued at $45,000. That value was based 
upon the assets, earnings and other relevant 
factors of the business. The assets had 
little value, as explained above, and the 
payment was only for the use of those 
assets, since they had not been sold. There 
was no explanation of any other relevant 
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Accident and Sickness Insurance 
Under Code Sections 104, 105, 106 and 213 


By JOHN C. PYLE, Jr. 


Final Regulations under 1954 Code Sections 104-106 (accident, health and 

wage continuation benefiis) were published in the 

Federal Register of April 14. This timely article is based on Mr. Pyle's 

address before the Brooklyn Law School Insurance Law Forum last 

December, which appeared in the January, 1956 Insurance Law Journal. He 
has revised that article in light of the publication of formal Regulations 
respecting Sections 104-106 and final Regulations 

with respect to withholding of income taxes on wage continuation 

benefits made under Section 105(d) of the Code. 

Mr. Pyle is an attorney, Metropolitan Life Insurance Company, New York City. 


N ILLIONS of taxpayers in this country 
i today are insured under accident, sick- 
ness, hospitalization, medical or surgical 
expense or loss-of-earnings insurance con- 
tracts. Some have purchased their own 
individual or family policies; others are 
insured under group insurance contracts 
obtained by their employers but to the 
cost of which they may or may not con- 
tribute. Still others receive such benefits 
from contributory or noncontributory funds 
administered by their employers, unions, or 
the state. 

Most taxpayers are either employees, em- 
ployers or dependents thereof ; most taxpayers 
will at some time suffer the misfortune of 
illness or accident and periods of inability 
to work. Thus, at some time in their lives 
most taxpayers will be faced with the ques- 


tion of the federal income tax impact upon 
(1) the amounts they receive under such 
insurance contracts or from such noninsured 
funds, (2) the contributions to the funds or 
cost of the insurance furnished by their 
employers, and (3) the contributions or 
premiums paid by the taxpayer. 


Section 22(b)(5) of the 1939 Internal 
Revenue Code’ provided that amounts re- 
ceived “through accident or health @ insur- 
ance as compensation for personal 
injuries or sickness” were excludable from 
the gross income of the recipient. This was 
a continuation of language inserted into the 
internal revenue statutes by Section 213(b) 
(6) of the 1918 Revenue Act. This exclusion 
applied irrespective of who paid the premi- 
ums or received the insurance proceeds,’ 
except that it was not allowed to a trans- 








1 For well-documented discussions of this mat- 
ter under the 1939 Code and the 1954 Code, see 
Schlenger, ‘Disability Benefits Under Section 
22(b)(5),"" 6 American University Federal Tax 
Institute Lectures 169 (1954); Field, ‘Taxation 
of Employee Accident and Health Plans Before 
and Under the 1954 Code,"’ 64 Yale Law Journal 
222 (1954); Seligman, ‘1954 Code Resolves 
Many Practical Problems in Taxation of Sick- 
ness, Accident Benefits,"’ 3 Journal of Taxation 
322 (1955). 

2 The expression ‘‘accident or health’’ insur- 
ance includes the same coverages as the more 
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accurate, and today more commonly used, ex- 
pression ‘accident or sickness’’ insurance. It 
is by historical error that ‘‘accident’’ (an un- 
desirable event) was coupled with “health” (a 
desirable condition) instead of ‘‘sickness” (also 
an undesirable condition); and the Eighty-third 
Congress has merely perpetuated this error in 
Secs. 104-106 of the 1954 Code. It would, of 
course, be more proper to refer to this type of 
insurance as ‘‘disability insurance."’ 


* Castner Garage, Ltd., CCH Dec. 
BTA 1 (1940). 


11,402, 43 
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feree for value.* Further, the exclusion was 
permitted only for (1) amounts paid under 
policies issued by insurance companies * and (2) 
benefits paid under plans administered privately 
by employers, unions or employee benefit 
associations provided such benefits qualified as, 
or actually constituted, “insurance.” * So much 
of such insured or noninsured benefits as 
were attributable to (but not in excess of) 
the medical expense deduction allowed under 
Section 23(x) of the 1939 Code for any 
prior year was not excludable under Sec- 
tion 22(b)(5), but this did not apply to 
indemnities for “loss of earnings.” * 


The expression “accident or health in- 
surance” in Section 22(b)(5) of the 1939 
Code was held to include medical, hospital 
and surgical expense insurance and indem- 
nity for “loss of earnings,”’* including the 
disability provisions in an ordinary life 
insurance policy.’ It is generally understood 
and accepted in the insurance industry that 
the prime purpose of accident and sickness 
insurance is to provide an income to a 
worker during periods when disability pre- 
vents him from earning a livelihood; in 
fact, such insurance has been stated to be 
“above all else earnings protection.”™” It 
has also been stated that “Disability in- 
surance fills a fundamental human need; it 
protects the greatest human asset—the earn- 
ing power of the individual—against the 
most widespread hazards to which persons 
everywhere are continually exposed.” ” The 
Internal Revenue Service recently ruled,” 
however, that under both the 1939 and 1954 
Codes benefits paid under a “Professional 
Overhead Expense Disability Policy” to re- 
imburse the taxpayer for specified business 
overhead expenses incurred during pro- 
longed periods of disability due to injury or 
sickness are includable in his gross income 
under Section 22(a) of the 1939 Code or 
Section 11 of the 1954 Code and, hence, not 
excludable. Since the expression “accident 


4 Peoples Finance & Thrift Company v. Com- 
missioner, 50-2 ustc § 9479, 184 F. (2d) 836 (CA- 
5), aff’'g CCH Dec. 17,036, 12 TC 1052. 

5 Castner Garage, Ltd., cited at footnote 3; 
Fred W. Staudt, CCH Dec. 20,040(M), 12 TCM 
1417 (1953); I. T. 4060, 1951-2 CB 11, mod., I. T. 
4107, 1952-2 CB 73. 

*I. T. 3928, 1948-2 CB 9; I. T. 4015, 1950-1 
CB 23, mod., I. T. 4107, cited at footnote 5; 
I. T. 4060, cited at footnote 5; Epmeier v. U. 8., 
52-2 usrc § 9510, 199 F. (2d) 508 (CA-7); Haynes 
v. U. 8., 55-1 ustc § 9231 (DC Ga.); Herbkers- 
man v. U. 8., 55-2 ustc { 9623 (DC Ohio). Cf. 
Branham v. U. 8., 56-1 ustc {§ 9152 (DC Ky.), 
on appeal to CA-6; Joseph Oliva, CCH Dec. 
21,640, 25 TC —, No. 153 (1956). 

t Robert O. Deming, Jr., CCH Dec. 16,018, 9 
TC 383 (1947). 
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or health insurance,” as so construed, has 
been carried over into the 1954 Code, it 
appears clear that it will continue to include 
medical, surgical and hospital expense and 
loss-of-earnings insurance. 


Section 104 


Section 104 of the 1954 Code™ is derived 


from Section 22(b)(5) of the 1939 Code and 
has the same effect as that section, except 
that it does not exclude from his gross 
income amounts received by an employee 
to the extent that such amounts (1) are 
attributable to contributions by his employer 
which were not includable in the employee's 
gross income, or (2) are paid directly by 
the employer.* With respect to all other 
benefits under accident or sickness insur- 
ance contracts, therefore, Section 104(a) (3) 
grants a full exclusion from gross income 
of the recipient, as follows: ” 


(1) medical, surgical and hospitalization 
expense insurance benefits, to the extent not 
attributable to medical expense deductions 
allowed in any prior year under Section 213, 
where the full cost of the insurance was 
borne by the recipient; 


(2) loss-of-earnings insurance benefits, 
where the full cost of the insurance was 
borne by the recipient; 


(3) insurance benefits referred to in (1) 
and (2) above received by an employee, to the 
extent he contributed to the cost of the 
insurance; and 


(4) insurance benefits referred to in (1) 
and (2) above received by an employee, to the 
extent the contribution by the employer to 
the cost of the insurance was includable 
in the gross income of the employee. (The 
House Committee on Ways and Means 
stated: “Thus, any amount received as 
workmen’s compensation under a_ work- 
men’s compensation act will continue to be 
excludable from gross income under section 


® See footnotes 5, 6 and 7. 

®* Wong Wing Non, CCH Dec. 18,949, 18 TC 
205 (1952). 

1 Faulkner, Accident and Sickness Insurance 
(Huebner Foundation Series, 1954), p. 25. 

1 Bowers, work cited at footnote 10, at p. 14. 

” Rev. Rul. 55-264, I. R. B. 1955-19, 8. 

18 Secs. 104, 105, 106 and 213 of the 1954 Code 
are effective for taxable years beginning after 
December 31, 1953, and ending after August 16, 
1954. (1954 Code, Sec. 7851(a)(1)(A).) 

%See discussion below of Sec. 105 of the 
1954 Code. 

See also: Sec. 1.104-1(d) of the Regula- 
tions published as T. D. 6169 in the Federal 
Register of April 14, 1956. 
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104, as will any amount received by a tax- 
payer under a policy of accident or health 
insurance purchased by him. However, if 
the employer purchases or pays the premi- 
ums on an accident or _ health-insurance 
policy for an employee, any amount re- 
ceived by the employee under such policy 
will not be excludable from gross income 
under section 104, and will be taxable in 
full unless the provisions of section 105 
apply. Section 104 will exclude, however, 
any proceeds of such insurance to the 
extent such amounts are attributable to con- 
tributions by the employer which were 
includible in gross income of the em- 
ployee.” **) 


Section 105 


The greatest area of change from the 
1939 Code is found in Section 105 of the 
1954 Code, dealing with “wage continuation 
plans” and “accident and health plans.” It 
was the announced intention of the House 
of Representatives" in Section 105 to “pro- 
vide a uniform rule of exclusion” in the 
income tax treatment of benefits received 
by an employee under a qualified accident 
and health program “whether or not such 
amounts are funded through insurance.” 
Apparently, the House committee believed 
that they were adopting the rule of the 
case of Epmeier v. U. S.,® since, in referring 
to the new Section 105, it stated: “While 
the statutory language clearly limits the 
exclusion to payments through insurance, 
the United States Court of Appeals for the 
Seventh Circuit has held in Epmeier v. 
United States (199 F. (2d) 508), that the 
exclusion applied to sick leave payments 
received by an employee in an amount equal 
to his regular salary where there was no 
formal insurance policy but merely an em- 
ployer’s plan for payment of sickness bene- 
fits.” However, the Committee fails to 
consider the fact that in the Epmeier case 
the court actually held that the employer’s 
plan of benefits constituted “insurance” 
within the contemplation of Section 22(b)(5) 
of the 1939 Code. The fact that the em- 


16H, Rept. 1337, 83d Cong., 2d Sess., p. A32. 

7H. Rept. 1337, 83d Cong., 2d Sess., p. A33. 

18 Cited at footnote 6. 

19 See footnote 17. 

2» Cited at footnote 6. 

21 Cited at footnote 6. 

2 Seligman, work cited at footnote 1, lists as 
an “important improvement” in the 1954 Code 
‘the elimination of the unfair distinction which 
existed under the 1939 Code between the receipt 
of insured and uninsured benefits.’"’ Obviously, 
the distinction was neither unfair nor elimi- 
nated, and, even if it had been eliminated, it 
could not properly be classed as an ‘“‘improve- 
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ployer in that case was a life insurance 
company did not appear to be a determina- 
tive factor in the court’s decision, and in 
my opinion it was actually immaterial. My 
opinion on this point was determined to be 
correct in the two subsequent cases of 
Haynes v. U. S.” and Herbkersman v. U. S..” 


neither of which involved an insurance 
company as employer. Thus, it is obvious 
to me that “equalization” of income tax 
treatment of commercially insured and non- 
insured accident and sickness programs 
financed by employers was not accomplished 
by Section 105 as finally enacted, despite 
published statements to the contrary.” 

Section 105(a) states a general rule that 
“amounts received by an employee through 
accident or health insurance for personal 
injuries or sickness shall be included in 
gross income to the extent such amounts 
(1) are attributable to contributions by the 
employer which were not includible in the 
gross income of the employee, or (2) are 
paid by the employer.” (Italics supplied.) 
This simple rule is rendered substantially 
inoperative by the exceptions contained in 
subsections (b), (c) and (d) of Section 105. 
Thus, if the employer has contributed all or 
a portion of the cost of accident and sick- 
ness insurance issued for the benefit of his 
employees, then, to the extent that he has 
so contributed and such contributions were 
not includable in gross income of the em- 
ployee, the following insurance benefits will 
be excludable from his gross income: 


(1) under subsection (b),” all amounts 
paid directly or indirectly to the employee 
to reimburse him for expenses actually in- 
curred (rather than on the “indemnity” 
principle) by him for medical care (as 
defined in Section 213(e)) of himself, his 
spouse and his dependents (as defined in 
Section 152) without limitation as to amount, 
except for amounts attributable to (but not 
in excess of) medical expense deductions 
allowed under Section 213 for any prior 
taxable year; ™ 


(2) under subsection (c),*™ amounts paid 
(without regard to absence from work) for 


ment.”’ In my opinion, the exchange of a 
certain exemption for an wncertain or ques- 
tionable one is not by any stretch of the 
imagination an ‘“‘improvement.”’ 

*% See, also, Sec. 1.105-2 of the Regulations 
cited at footnote 15; Conf. Rept. 2543, 83d 
Cong., 2d Sess., p. 25. 

* Sec. 105(f) provides that amounts excluded 
from gross income under subsec. (c) or (d) of 
Sec. 105 shall not, for purposes of Sec. 213(a), 
be considered as compensation for medical care. 

* See, also, Sec. 1.105-3 of the Regulations 
cited at footnote 15. 
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the permanent loss or loss of use of a 
member or function of the body, or the 
permanent disfigurement of the employee, 
his spouse, or his dependents (as defined 
in Section 152); 


(3) under subsection (d),” amounts which 
“constitute wages or payments in lieu of 
wages for a period during which the em- 
ployee is absent from work on account of 
personal injuries or sickness,”™ but not 
exceeding a weekly rate of $100; and no 
exclusion is allowed for amounts atttribut- 
able to the first seven days™ of a period 
of sickness, unless the employee is hos- 
pitalized on account of sickness for at least 
one “hospital day””™ during that period. 


Section 106 

Under the 1939 Code it had been held 
in a 1943 ruling ® that premiums paid by an 
employer for group medical care and hos- 
pitalization insurance were deductible by 
the employer and were excludable from the 
employee’s gross income. The same result 
was reached in 1954 under the 1939 Code 
in the case of employer contributions to the 
health insurance fund of an employee’s 
union.” In actual practice, the same rule 
was applied by the Treasury Department 
to group accident insurance premiums. How- 
ever, it was also held™ under the 1939 
Code that, where an employer purchased 
individual policies on the ‘ives of his em- 
ployees, providing an accidental death bene- 
fit and weekly indemnity for total disability, 
the employer retaining no incidents of 
ownership and the employee having full 
rights thereunder, the premiums paid by 
the employer were deductible as business 


expenses of the employer but constituted 

* See, also, Sec. 1.105-4 of the Regulations 
cited at footnote 15. 

7 It has been held that ‘‘sickness’’ under this 
section does not include pregnancy, but that 
an employee absent from work because of sick- 
ness during a period of pregnancy is entitled to 
the Sec. 105(d) exclusion even though the sick- 
ness is caused by her pregnancy. (Rev. Rul. 
55-263, I. R. B. 1955-18, 6.) However, absence 
due to illness of a member of the employee's 
immediate family, even though there may be 
a quarantine or circumstances requiring care 
and attendance by the employee, does not en- 
title the employee to the Sec. 105(d) exclusion. 
(Rev. Rul. 55-283, I. R. B. 1955-20, 8.) 

*% The requirement with respect to the seven- 
day period is met at the end of the seventh day 
of absence on account of sickness, even though 
the seventh day occurred before January 1, 1954, 
where the period of absence begins in 1953 and 
continued into 1954; similarly, hospitalization 
for one day in 1953 during the period of ab- 
sence will satisfy the alternative requirement. 
(Rev. Rul. 55-366, I. R. B. 1955-24, 7.) 

2% Sec. 1.105-4(c)(5) of the Regulations cited 
at footnote 15. 


366 


May, 1956 ®@ 


gross income to the employees. These 
rules followed those applicable to premiums 
paid by the employer on group term life 
insurance™ and individual life or endow- 
ment insurance policies,“ and were recog- 
nized by the Eighty-third Congress in the 
report of its Finance Committee as being 
in force under the 1939 Code.” 


Now it is specifically provided in Section 
106 of the 1954 Code that “Gross income 
does not include contributions by the em- 
ployer to accident or health plans for com- 
pensation (through insurance or otherwise) 
to his employees for personal injuries or 
sickness.” With respect to this section 
the Senate Finance Committee stated: “The 
exclusion under this section is applicable 
whether the contribution by the employer 
is made by payment of an insurance premium 
or by some other means, such as a con- 
tribution to an independent fund maintained 
by the employer, by an employee associa- 
tion, or a State-administered fund. Also, the 
exclusion is applicable regardless of whether 
the employer’s plan covers one employee or 
a group of employees. Therefore, the 
premium paid by an employer on an indi- 
vidual policy of accident and health insurance 
for an employee will not be includible in 
gross income... .”™ 


Questions on Sections 104-106 


The foregoing provisions of the 1954 Code 
seem to be fairly simple. However, a num- 
ber of questions arise with respect to them 
and for which the Regulations ™ appear to 
provide no solution: 


(1) The exclusions provided in Section 
105(b), (c) and (d) depend upon the amounts 


%® Special ruling, dated October 26, 1943, CCH 
Standard Federal Tax Reports (1943 Ed.), Vol. 
3, 6587. 

" I, T. 3738, 1945 CB 90. 

® Rev. Rul. 210, 1953-2 CB 114. 

3L. O. 1014, 1920 CB 88; Regs. 118, Sec. 
39.22(a)-3; G. C. M. 16069, XV-1 CB 84. 

*O. D. 627, 1920 CB 104; O. D. 699, 1920 CB 
192; G. C. M. 8432, 1930 CB 114; G. C. M. 16069, 
cited at footnote 33; Canaday v. Guitteau, 36-2 
ustc § 9513, 86 F. (2d) 303 (CCA-6); Yuengling 
v. Commissioner, 4 ustc {§ 1257, 69 F. (2d) 971 
(CCA-3, 1934); Commissioner v. Bonwit, 37-1 
ustc § 9104, 87 F. (2d) 764 (CCA-2, 1937); 
George Matthew Adams, CCH Dec. 5664, 18 
BTA 381 (1929); N. Loring Danforth, CCH Dec. 
5841, 18 BTA 1221 (1930); C. Francis Weeks, 
CCH Dec. 18,081, 16 TC 248 (1951). 

%*%S. Rept. 1622, 83d Cong., 2d Sess., p. 185. 

% See, also, Sec. 1.106-1 of the Regulations 
cited at footnote 15. 

7S. Rept. 1622, 83d Cong., 
185, 186. 

%8 Secs. 1.104-1, 1.105-1, 1.105-2, 1.105-3, 1.105-4, 
1.105-5 and 1.106-1 of the Regulations cited at 
footnote 15. 
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referred to in Section 105(a). In Section 
105(a) reference is made to “amounts re- 
ceived by an employee through accident or 
health insurance for personal injuries or 
sickness to the extent such amounts 
; (2) are paid by the employer.” (Italics 
supplied.) A similar provision is contained 
in Section 104(a)(3). This is insurance lan- 
guage commonly used in connection with 
insurance procured by an employer alone 
or on a contributory basis with the em- 
ployee and is practically identical to the 
language of Section 22(b)(5) of the 1939 
Code in this respect. However, it is im- 
possible for me to envision an employee’s 
receipt of an amount “paid by the employer,” 
albeit “through” insurance, unless the em- 
ployer is also the insurance company issuing 
the insurance coverage or the benefits paid 
by the employer qualify as or constitute 
“insurance” as that word was construed 
by the courts under the 1939 Code.” Unless 
clarification is accomplished by amended 
statutes or regulations, or otherwise, it ap- 
pears to me that, if the private arrangement 
of the employer does not constitute a “plan 
for employees” within the meaning of Sec- 
tion 105(e)(1), the exclusions provided by 
Section 105(b), (c) and (d) cannot be ob- 
tained without the use of insurance. If such 
insurance is not obtained commercially from 
a duly licensed insurance company, the pay- 
ments made directly by the employer must 
constitute insurance in a technical sense,” 
in which latter situation an important point 
for any such employer (not a life, accident 
or health insurance company) to contem- 
plate most seriously in connection with this 
question is, of course, the possibility that 
it would be transacting the business of in- 
surance in some particular state or states 
without a license in violation of the insur- 
ance laws thereof, in the event it should 


decide to pay these benefits directly. 


(2) What is a “plan” within the con- 
templation of the expression “accident or 
health plan for employees” in Section 105 
(e)(1) and the expression “accident or 
health plans for compensation” under Sec- 


tion 106? 


Section 105(e) provides that, for purposes 
of both Section 104 and Section 105, “amounts 
received under an accident or health plan 
for employees” and “amounts received from 
a sickness and disability fund for employees 
maintained under the law of a State, Terri- 
tory, or the District of Columbia, shall be 

3 See cases cited at footnote 6. 


# See citations at footnotes 6, 7 and 8. 
41 See citations at footnotes 6, 7 and 8. 


Accident and Sickness Insurance 


treated as amounts received through accident 
or health imsurance.” (Italics supplied.) 
Section 106 provides that employer contribu- 
tions to “accident or health plans,” whether 
insured or not, are not gross income to the 
employees. Therefore, since the exclusion 
provisions of Section 105 with respect to 
benefits which have not been insured under 
a commercial policy of insurance or which 
do not constitute “insurance” as the term 
has been construed,” as well as the exclu- 
sions in Section 106, depend upon the exist- 
ence of a “plan,” it is of primary importance 
to know what constitutes a “plan.” The new 
Code is silent as to definition, and the 
committee reports are most unsatisfactory. 
The Conference Committee Report,* for 
instance, states with respect to Section 105: 
“The phrase ‘accident or health plan for 
employees’ thus includes a plan of an em- 
ployer, or of an employee association, or 
any other plan which pays accident or health 
benefits to employees.” However, Section 
1.105-5 of the Regulations“ states: 


“In general, an accident or health plan is 
an arrangement for the payment of amounts 
to employees in the event of personal in- 
juries or sickness. A plan may cover one 
or more employees, and there may be differ- 
ent plans for different employees or classes 
of employees. An accident or health plan 
may be either insured or noninsured, and 
it is not necessary that the plan be in 
writing or that the employee’s rights to 
benefits under the plan be enforceable. 
However, if the employee’s rights are not 
enforceable, an amount will be deemed to be 
received under a plan only if, on the date 
the employee became sick or injured, the 
employee was covered by a plan (or a pro- 
gram, policy, or custom having the effect 
of a plan) providing for the payment 
of amounts to the employee in the event of 
personal injuries or sickness, and notice or 
knowledge of such plan was reasonably 
available to the employee. It is immaterial 
who makes payment of the benefits provided 
by the plan. For example, payment may 
be made by the employer, a welfare fund, a 
State sickness or disability benefits fund, an 
association of employers or employees, or 
by an insurance company.” 

Thus, it seems clear from the Regulations 
that it is unnecessary for a plan to have 
any formal features to qualify as a “plan” 
under Section 105(e). In this respect I 
am in disagreement with those who hold 
that such “plan” must be of such an exact 


# Conf. 2543, 
p. 24. 


* Cited at footnote 15. 
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nature that it actually constitutes a formal 
policy or contract of insurance, but I believe 
that my view is supported by the said 
Regulations. In fact, the Code expressly 
distinguishes between insurance and plans. 
For example, Section 7701(a)(20) provides 
that: “For the purpose of applying the 
Provisions of Sections 104, 105, and 106 
with respect to accident and health insur- 
ance or accident and health plans .. . the 
term ‘employee’ shall include a full-time 
life insurance salesman” who is considered 
an employee for purposes of the Federal 
Insurance Contributions Act. (Italics sup- 
plied.) Nevertheless, I have extreme diffi- 
culty in conceiving of any accident or 
health “plan” not funded commercially by 
insurance which does not constitute insur- 
ance under the statutes of any state, even 
though the plan may have no formal insur- 
ance features; and I believe that any em- 
ployer contemplating the establishment of 
a noninsured “plan” must consider the pos- 
sibility of having to qualify and be regulated 
as an insurance company under state laws 
in order to do so. I am certain the Con- 
gress never intended that payments made 
by an employer solely pursuant to whim 
would be considered as made under a 
“plan.” That this is not mere theory is evi- 
denced by the action“ for a declaratory 
judgment brought in October of this year 
in the New York Supreme Court, New 
York County, by the Board of Trustees of 
the National Maritime Union Pension and 
Welfare Plan against the New York Super- 
intendent of Insurance. In that case the 
trustees had insured “death benefits, acci- 
dental death and dismemberment benefits, 
in-hospital benefits and certain hospital, 
medical and surgical benefits” with a duly 
licensed insurance company. To effect what 


“ Francis T. Greene et al. v. Holz, in which 
the summons and complaint were served on 
October 18, 1955. (See also statement of posi- 
tion of life insurance companies presented on 
November 23, 1955, at a New York State Insur- 
ance Department hearing on the issue of regula- 
tion of joint trusteed union welfare funds by 
the American Life Convention and the Life 
Insurance Association of America. (The Eastern 
Underwriter, November 25, 1955, p. 1.)) 

*# Since this article was prepared, the New 
York Supreme Court handed down a decision, 
reported in 29 LABOR CASES { 69,588, New York 
Law Journal, Vol. 134, p. 8, confirming my 
opinion that the relief requested would be re- 
fused. The court declined jurisdiction on a 
number of grounds: (1) The declaratory jJudg- 
ment remedy may not be invoked merely to 
obtain an advisory opinion reassuring the union 
that their proposed action would be legal; (2) 
no justiciable controversy cognizable by a court 
yet exists; (3) declaratory relief may not be 
obtained for the purpose of overruling an ad- 
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they believe to be an annual “saving” of 
about $120,000, the trustees now wish to 
terminate the insurance and operate in its 
place a self-administered, noninsured pro- 
gram providing the identical coverages. 
They contend that this would not violate 
the New York insurance law and would 
not be subject to supervision and regulation 
by the Superintendent of Insurance. How- 
ever, they apparently do not have sufficient 
faith in their contentions to proceed without 
first obtaining a declaratory judgment in their 
favor on these points. In this respect they 
are, in my opinion, being properly cautious. 
Although I have no doubt that the court 
must refuse to grant the relief prayed for, 
this important case should be closely 
followed.* 


Obvious by its absence is any definition 
of “plan” with respect to Section 106 in the 
Code, Regulations or committee reports, 
except that the Senate Finance Committee 
stated: “Also, the exclusion is applicable 
regardless of whether the employer’s plan 
covers one employee or a group of em- 
ployees.” “ There is some question of whether 
or not the definition in Regulations Sec- 
tion 1.105-5, quoted hereinabove, will apply 
also to Section 106. 


By reason of the above-quoted language 
of Section 1.105-5 of the Regulations and 
of the Senate Finance Committee respect- 
ing Section 106, some insurance salesmen 
seem to have concluded that, irrespective 
of the number of employees he has, an 
employer may adopt a “plan” covering only 
one of such employees by procuring an in- 
dividual accident and health insurance policy 
on that employee, with the result that the 


ministrative interpretation or opinion of a legal 
problem, especially where applied to contem- 
plated action; and (4) since the Superintendent 
of Insurance and Congressional committees were 
currently investigating this very problem, the 
court exercised its discretion to await the re- 
sults of these investigations, particularly since 
no present or imminent danger to the union 
appeared on the face of its complaint. The 
question of federal pre-emption of regulation of 
welfare funds under the Taft-Hartley Act was 
not decided by the court, because it ‘‘may well 
be disposed of as a result of these Federal and 
State investigations’ or, if not, ‘‘the question 
may be raised for decision at the proper time 
and in a proper proceeding.’’ It is interesting to 
note that the court stated: ‘These plaintiffs 
whose rights have not even yet been affected 
make the unseemly request that this state be 
ousted of jurisdiction over practically all the 
union welfare funds in the state.’’ 

“S. Rept. 1622, 83d Cong., 2d Sess., p. 186. 
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premiums therefor paid by the employer 
will be exempt from the employee’s gross 
income under Section 106. In my opinion, 
such general conclusions are not fully justi- 
fiable, in spite of contrary statements by 
some tax experts. Section _1.105-5 of the 
Regulations states that “A plan may cover 
one or more employees,” language similar 
to that used by the Senate Finance Com- 
mittee regarding Section 106. This language 
means, of course, that a “plan” may cover only 
one employee, if the employer has only one 
employee—at least in the particular class 
in which that employee is classified. It does 
not seem reasunable to me that the covering 
of only one eniployee, by insurance or other- 
wise, under any other circumstances will 
per se constitute a “plan.” Section 1.106-1 
of the Regulations gives support to this 
conclusion by providing that the employer 
may “contribute to an accident or health 
plan either by paying the premium (or a 
portion of the premium) on a policy of 
accident or health insurance covering one 
or more of his employees, or by contribut- 
ing to a separate trust or fund (including 
a fund referred to in Section 105(e)) which 
provides accident or health benefits directly 
or through insurance to one or more of his 
employees.” In other words, an employer has 
the choice of two methods of funding a “plan”: 
paying premiums on a commercially issued in- 
surance contract covering one or more of his 
employees or contributing to a fund which 
pays noninsured benefits to one or more 
of his employees. It is clear to me from 
this language that the mere purchase of an 
insurance policy on the life of an employee 
or a group of employees and payment of 
premiums thereon by an employer does not, 
of itself, constitute a “plan” under Section 
106; there must be a “plan” existing before 
such insurance premiums or contributions 
are deductible under Section 106. On the 
other hand, a “plan” is not necessary to the 
exclusion of insurance benefits under Sec- 
tion 105, but is required under that section 
only in the case of benefits which are not 
funded by insurance. 

(3) When is an employee “absent from 
work on account of sickness” within the 
contemplation of that language in Section 
105(d)? 


Section 1.105-4 of the proposed Regula- 
tions published in the Federal Register of 
March 24, 1955, stated that a “wage continu- 
ation plan” under Section 105(d) “is an ac- 
cident or health plan (as defined in Section 
1.105-5) under which amounts are paid to 
employees for temporary periods of absence 
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from work due to personal injuries or sick- 
ness.” (Italics supplied.) It is to be noted 
that Section 1.105-4 of the proposed Regula- 
tions would apparently have limited the bene- 
fits of Section 105(d) to cases of temporary 
absence from work. This raised the question 
of whether or not permanent disability pay- 
ments qualify for the benefits of Section 105 
(d), particularly since no time limit is placed 
by statute upon the period of absence from 
work, and whether or not such payments 
are “in lieu of wages.” In this connection 
it is interesting to note that, although Sec- 
tion 31.3401(a)-1(b)(8) (ii) of the proposed 
Regulations filed in the Federal Register of 
March 30, 1955, covering withholding provi- 
sions, referred to “temporary” absence from 
work, the word “temporary” was deleted 
from that section in the replacement pro- 
posed Regulations filed in the Federal Regis- 
ter of October 11, 1955, and promulgated 
by T. D. 6155 on December 29, 1955. Of 
course, Section 1.105-4 of the proposed 
Regulations referred to in the replacements 
should have been similarly revised, in order 
to settle this question. Apparently the 
Treasury realized the error of these pro- 
posed Regulations, since all references to 
temporary periods of absence have been 
eliminated in the Regulations finally adopted. 
In fact, the Regulations now provide that 
a “wage continuation plan” includes a plan 
under which payments “are continued as 
long as the employee is absent from work” 
on account of personal injuries or sickness. 

Said Section 1.105-4 of said proposed 
Regulations also stated that “amounts paid 
to retired employees do not constitute 
‘wages or payments in lieu of wages’ for 
purposes of Section 105(d).” Presumably, 
this was meant to cover the case of indi- 
viduals who are retired on account of 
disability, the theory being that from the 
moment of their retirement they are no 
longer employees and, therefore, not sub- 
ject to the provisions of Section 105. 
However, this has been corrected in the 
Regulations finally promulgated, wherein 
Section 1.105-4(a)(3) specifically provides: 

“(i). Section 105(d) applies only to amounts 
attributable to periods during which the 
employee would be at work were it not 
for a personal injury or sickness. Thus, 
an employee is not absent from work if he 
is not expected to work because, for ex- 
ample, he has reached retirement age. If 
a plan provides that an employee, who is 
absent from work on account of a personal 
injury or sickness, will receive a disability 
pension as long as he is disabled, section 
105(d) is applicable to any payments which 
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such an employee receives under this plan 
before he reaches retirement age, but sec- 
tion 105(d) does not apply to the payments 
which such an employee receives after he 
reaches retirement age. 

“(ii). Similarly, an employee who incurs 
a personal injury or sickness during his 
paid vacation is not allowed to exclude 
under section 105(d) any of the vacation 
pay which he receives, since he is not absent 
from work on account of the personal injury 
or sickness. Likewise, a teacher who 
becomes sick during the summer or other 
vacation period when he is not expected 
to teach, is not entitled to any exclusion 
under section 105(d) for the summer or 
vacation period. However, if an employee 
who would otherwise be at work during a 
particular period is absent from work and 
his absence is in fact due to a personal 
injury or sickness, a payment which he 
receives for such period under a wage con- 
tinuation plan is subject to section 105(d).” 
(Italics supplied.) 


(4) Can the employee by his own action 
render tax exempt the amounts paid to him 
under an insured or noninsured wage con- 
tinuation plan in excess of the rate of $100 
per week? 

The language of Section 105(a) appears 
to have left the impression in some quarters 
that the insurance premiums to which such 
excess is attributable, even though they may 
not be taxable, could be voluntarily included 
by the employee in his gross income with 
the result that the excess benefits would be 
tax exempt. However, Section 106 provides 
that gross income “does not include” em- 
ployer contributions. (Italics supplied.) It 
seems to me that when Congress has thus 
so definitely stated that an item is not tax- 
able, the employee is obligated to consider 
it as nontaxable, and, if he elects to include 
such item in his gross income, he is merely 
making a gift to the government of the tax 
thereon. 

However, it is possible, by rearranging 
percentages of contributions to various cov- 
erages by the employer, to increase the 
amount of benefits excludable from the 
gross income of the employee. For example, 
if the employer pays a portion of the com- 
bined premiums for life, medical, surgical, 
hospitalization and loss-of-earnings insur- 
ance, it might be found advisable to re- 
arrange the contributions of employer and 
employees to such extent that the employee 
pays the cost of all “wage continuation 


«* Cited at footnote 15. 
# Cited at footnote 15. 
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benefits” exceeding a rate of $100 per week. 
In exchange, the employer might undertake 
to pay all or a greater portion of the cost 
of the life insurance. 

(5) Since Section 1.105-4(b) of the Regu- 
lations “ states that “unless the plan, con- 
tract, statute, or regulation provides otherwise, 
it will be presumed that no wages or plan 
benefits are attributable to days (or por- 
tions of days) which are not normal work- 
ing days for the particular employee,” 
would it not be desirable to provide, insofar 
as is possible, that all employees be placed 
on the same “workweek” basis? 

For example, if their respective contracts 
of employment provide that A is hired for 
a clerical position at $7,800 per year on the 
condition that his workweek is only five 
days long, while at the same time B is hired 
for a supervisory position at the same annual 
salary but on the understanding that B will 
work six days a week, then absence for sick- 
ness (provided employee is hospitalized for 
one day) covering Friday, Saturday, Sunday 
and Monday and payment of an amount 
equivalent to salary for that period will 
result in an exclusion under Section 105(d) 
of $40 (two fifths of $100) for A, but $50 
(three sixths of $100) for B. Another thing 
to remember is that the payment dates of 
wages or salaries do not (at least should 
not) govern the determination of the work- 
week. For instance, the mere fact that one 
employee is hired in an executive or super- 
visory capacity at an annual salary payable 
monthly does not, in my opinion (in the 
absence of further circumstances), require 
him to work a seven-day week, if non- 
executive employees are hired at a weekly 
salary and the employer’s business is oper- 
ated completely on a five-day workweek 
basis. In other words, the method of pay- 
ment adopted by the employer for its con- 
venience cannot change a five-day workweek 
into a seven-day workweek, even though 
employees in executive or supervisory posi- 
tions may be required to work overtime on 
Saturday or Sunday without overtime 
compensation. 


(6) Should Section 1.104-1(d) of the 
Regulations “ be amended to include dis- 
ability benefits paid under life insurance 
or endowment contracts as accident and 
health insurance, merely to give written 
sanctity to what I believe is a fact? 

(7) Section 1.105-4(c) of the proposed 
Regulations “ provided that “personal injur- 


# Published in the Federal Register of March 
24, 1955. 
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ies” in Section 105 of the Code meant “phy- 
sical harm which is caused by violent 
means.” Is not the use of the word “vio- 
lent” contrary to the provisions of Section 
105, which refers merely to personal injur- 
ies without reference to their cause? The 
Treasury Department in Section 1.105-4(c) 
(2) of the Regulations finally promulgated 
in T. D. 6169 corrected this situation by 
providing merely that “The term ‘personal 
injury’, as used in this section, means an 
externally caused sudden hurt or damage to 
the body brought about by an identifiable 
event.” 

(8) Since Section 105(d) of the Code 
refers to a waiting period of “the first 7 
calendar days” of the period of sickness, 
is not Section 1.105-4(c) of the Regu- 
lations™ incorrect in basing the examples 
therein upon the assumption that this 
seven-day period commences with the next 
succeeding working day, if the sickness 
actually commences on a nonworking day? 

(9) In my opinion, Sections 104-106 do 
not cover accidental death benefits in life 
insurance, endowment or accident and health 
contracts, the benefits in those sections 
being solely those received for “personal 
injuries or sickness.” “Death benefit pay- 
ments under .. . accident and health insur- 
ance contracts which have the characteristics 
of life-insurance proceeds payable by reason 
of death” are excludable under Section 
101(a) as death proceeds under life insur- 
ance policies." It would be improper, there- 
fore, to provide in the Regulations or 
otherwise conclude that such accidental 
death benefits are includable in the expres- 
sion “accident or health” benefits. 


(10) Although tax writers have discussed 
the possible requirements that a “plan” be 
nondiscriminatory, there is no provision 
in the Code, Regulations or rulings requir- 
ing a “plan” to be nondiscriminatory with 
respect to benefits, coverage or persons cov- 
ered. Particularly because of the provisions 
of Section 1.105-5 of the Regulations® 
and the fact that the strict qualifications 
test in the original House version of the 
1954 Code was rejected by the Senate, there 
would appear to be some doubt that a 
“plan” would be rejected under Section 105 
or Section 106 because it was discriminatory. 


5° Cited at footnote 15. 

% H. Rept. 1337, 83d Cong., 2d Sess., p. A29; 
S. Rept. 1622, 83d Cong., 2d Sess., p. 180. 

8 Cited at footnote 15. 

53 Sec. 1.105-4(d)(3) of the Regulations cited 
at footnote 15. 
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(11) A “plan” must cover “emp!oyees” to 
qualify under Section 105 and Section 106. 
Section 7701(a)(20) of the 1954 Code ex- 
tends the provisions of Section 3797(a)(20) 
of the 1939 Code to provide that full-time 
life insurance salesmen who are considered 
employees for purposes of the Federal In- 
surance Contributions Act are deemed to 
be employees for the purposes of Sections 
104-106. It would also appear that partners 
and others not considered employees may 
be covered under a “plan,” provided the 
“plan” also covers employees, but there is 
grave doubt that persons other than em- 
ployees could qualify for the tax benefits of 
Sections 104-106. 

(12) Section 105(b) and Section 105(c) 
make it clear that the employee is not taxed 
upon the amounts received from the em- 
ployer or from insurance bought by the 
employer as reimbursement for expenses of 
hospital, medical and surgical care, or as 
payment for permanent disfigurement or 
dismemberment, of the taxpayer’s spouse 
and dependents. Does Section 106 grant an 
exclusion of such employer contributions: 
from the employee’s gross income; or is 
the Section 106 exclusion limited to con- 
tributions to wage continuation plans re- 
ferred to in Section 105(d)? 


(13) The Regulations contain provisions 
covering situations where the benefits under 
Section 105(d) are payable other than weekly 
and must be reduced to a weekly basis;™ 
when the employee is employed by more 
than one employer;™ and where the plan 
is (a) noncontributory, (b) contributory 
and insured with individual policies, (c) 
contributory and insured with a group con- 
tract, and (d) contributory and noninsured.” 
There appear to be no particular problems 
concerning these provisions. 

(14) There are no provisions of the 1954 
Code which specifically cover the withhold- 
ing of income taxes on amounts paid under 
Section 105(d) wage continuation plans. 
However, under Regulation 120, Section 
406.207 (i), respecting withholding on amounts 
paid in 1954 and 1955 only, the employer 
has the option of withholding or not with- 
holding. If he elects the latter, he must 
maintain records which (a) show such 
amounts separately from all others and (b) 
establish the facts necessary to show that 
the employee is entitled to the exclusion; 





* Sec. 1.105-4(d)(1) of the Regulations cited 
at footnote 15. 

% Sec. 1.105-1(b), (c), (d) and (e) of the Regu- 
lations cited at footnote 15. 

% Par. (i) was added by T. D. 6128, approved 
March 25, 1955 (CCH Standard Federal Tax 
Reports (1955 Ed.), Supp. Vol., { 45,030.01). 
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Form W-2 must show the amounts sepa- 
rately and identify them. If withholding 
is elected, the amounts are merely included 
in the total wages shown on Form W-2. 
Insurance companies, which pay the bene- 
fits under insured plans, and employers 
having insured plans have no withholding 
duties under these Regulations; Section 
406.207(i)(2) thereof states that “no with- 
holding is required in connection with acci- 
dent or health benefits paid by an insurance 
company under an accident or health policy.” 


However, with respect to benefits paid in 
1956 and thereafter, Regulations” recently 
adopted eliminate the withholding election 
and require™ that the employer withhold on 
all “wage continuation payments” made to 
his employees under Section 105(d) of the 
1954 Code, except (i) to the extent such 
payments are excludable under said Sec- 
tion 105(d), if the employer’s records show 
the excludable portion separately and estab- 
lish the facts necessary to show the em- 
ployee’s entitlement to the exclusion by 
a written statement from the employee as 
to the injury, illness or hospitalization, “or 
by any other information which the em- 
ployer reasonably believes establishes the 
employee’s entitlement to the exclusion 
under Section 105(d)”” and (ii) to the 
extent payments are made by another (such 
as an insurance company) on behalf of the 
employer for whom services are performed.” 
On Forms W-2 the total amounts paid 
by the employer directly would have to be 
reported by the employer, even though they 
are not subject to withholding.” 


5t Sees. 31.3401(a)-1(b)(8) (ii), 31.6001-5(a) (12) 
and 31.6051-1(a)(1)(iii) of Regulations adopted 
by T. D. 6155, filed in the Federal Register of 
December 30, 1955, replacing the proposed 
Regulations filed in the Federal Register on 
October 11, 1955, which in turn replaced Secs. 
31.3401(a)-1(b) (8) (ii), 31.6001-5(c) and 31.6051-1 
(a)(1) (il) of proposed Regulations filed in the 
Federal Register on March 30, 1955. The final 
replacements are largely the result of recom- 
mendations made by many employers, as well 
as various insurance industry associations, to 
the Commissioner of Internal Revenue for re- 
ducing the burdens of withholding and record- 
ing. For example, see American Bar Association 
Section of Taxation bulletins for April and 
July, 1955; American Life Convention and Life 
Insurance Association of America joint sub- 
mission of May 16, 1955. 

5% Sec. 31.3401(a)-1(b) (8) (il) (a), proposed Reg- 
ulations adopted by T. D. 6155 filed in the 
Federal Register of December 30, 1955. 

® Sec. 31.3401(a)-1(b)(8)(ii)(b) of Regulations 
cited at footnote 58. The superseded proposed 
Regulations filed in the Federal Register of 
March 30, 1955, provided in Sec. 31.3401(a)-1 
(b) (ii) (a) that withholding be accomplished on 
all amounts paid for the first seven days of 
absence due to illness or personal injury 
“whether or not any part of such payment is 
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Insurance companies which pay Section 
105(d) insured benefits, separate trusts 
which pay benefits under an accident or 
health plan and governmental agencies 
which pay benefits from a sickness and dis- 
ability fund maintained under state law 
would not be required to withhold tax 
thereon,” whether or not such amounts are 
excludable from gross income of the em- 
ployees. There appears to be no provision 
in the Regulations requiring insurance com- 
panies to report to the employers or their 
employees insurance benefits paid on their 
behalf under Section 105(d)," nor do they 
require the employers to maintain records 
of Section 105(d) payments made to their 
employees, whether or not excludable from 
gross income, by others (such as insurance 
companies) on their behalf.* 

Obvious by its omission from the Regu- 
lations is any provision for furnishing em- 
ployees with information concerning amounts 
of insured payments made to them, so that 
line 6 on page 1 of their Forms 1040 may 
be computed properly. 


(15) As set forth above, Section 1.105-5 
of the Regulations states that it is not 
necessary to the existence of a “plan” that 
“the employee’s rights to benefits under 
the plan be enforceable.” This is obviously 
inconsistent with Section 105 of the 1954 
Code. There is nothing in the history of 
this section, as enacted, to indicate that 
Congress had the idea that, where there was 
lacking one of the most essential elements 
of insurance, enforceable rights, there would 
exist a “plan.” In fact, the lack of that 


excludable from the employee's gross income 
under § 105(d).’’ Such provision was obvi- 
ously unfair, particularly since no adjustment 
would have been permitted with respect to 
such withholdings; and it would have been no 
answer that the employee could have applied 
for a refund on his Form 1040 at the end of 
the year. A rough guess was that over two 
million taxpayers would have been entitled to 
a tax refund if this particular requirement were 
not relaxed as has been done in the replace- 
ment proposed Regulations. 

© Sec. 31.3401(a)-1(b) (8) (ii) (c) of Regulations 
cited at footnote 58. 

* Sec. 31.6051-1(a)(1) (ili) of Regulations cited 
at footnote 58. 

® Sec. 31.3401(a)-1(b) (8) (ii) (c) of Regulations 
cited at footnote 58. 

*% Sec. 31.3401(a)-1(b) (8) (ii) (c)(2) of the su- 
perseded proposed Regulations filed in the 
Federal Register of March 30, 1955, contained 
an unreasonable requirement that the insurer 
furnish a written statement to the employer 
“at the time each payment is made to the 
employee"’ by the insurer. 

* Sec. 31.6001-5(a)(12) (iii) of the superseded 
proposed Regulations filed in the Federal Regis- 
ter on October 11, 1955, did require such records 
to be maintained by the employers. 
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element would obviously prevent the em- 
ployer or the employee, as the case may be, 
from treating it as a “plan.” In Marie G. 
Haskell; the court’s determination of non- 
taxability of payments made by a corpora- 
tion to the widow of a deceased employee 
rested upon the finding that “The Company 
had not adopted or developed any lan, 
policy or custom of making payments to 
widows of deceased employees. ... no 
obligation of any kind existed to compensate 
petitioner further for her husband’s past 
services.” (Italics supplied.) 


Here the Tax Court has said that because 
of the lack of a plan, policy or custom of 
making payments, there existed no obliga- 
tion on the part of the employer; con- 
versely, if there is no obligation there can 
be no plan. 


Furthermore, if enforceable rights are 
not to be an essential element of a “plan” 
as defined in the Regulations, then “wage 
continuation” paymeuts in excess of the 


statutory exclusion of $100 per week are 
not properly taxable as income.” 


Section 213 


Section 213 of the 1954 Code provides, as 
did Section 23(x) of the 1939 Code, that 
expenses paid by a taxpayer for “medical 
care” of himself, his spouse or his depend- 
ents to the extent “not compensated for by 
insurance or otherwise” are deductible in 
calculating taxable income, and that “amounts 
paid for accident or health insurance” shall 
be deemed to be paid for medical care.” 
Since, as stated hereinabove, it is generally 
understood and accepted in the insurance 
industry that the prime purpose of accident 
and sickness insurance is to provide an 
income to a disabled worker and is “above 
all else earnings protection,” it seems only 
logical that all premiums paid for accident 
and sickness insurance (whether providing 
medical, hospital or surgical expense reim- 
bursement or indemnity for loss of earn- 


® CCH Dec. 21,133(M), 14 TCM 788. 

* The Internal Revenue Service has recently 
lost three cases involving gratuitous employer 
payments: Marie G. Haskell, cited at footnote 
65; Estate of Ralph W. Reardon, CCH Dec. 
21,060(M), 14 TCM 577; Bstate of Arthur W. 
Hellstrom, CCH Dec. 21,191, 24 TC —, No. 101. 

« Jess H. Taylor et ux., CCH Dec. 19,063(M), 
11 TCM 652 (1952). 

*® In Jess H. Taylor, cited at footnote 67, the 
deduction of accident and health premiums of 
$70.80 was disallowed by the Commissioner of 
Internal Revenue. The reported decision con- 
tains no other discussion of these premiums, but 
the court stated: ‘‘The «#xpenditure for health 
and accident insurance in the sum set out does 
not appear to have been questioned by respond- 
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ings) should be deductible. The same result 
appears clear from (1) a 1952 memorandum 
decision of the Tax Court of the United 
States in the case of Jess H. Taylor et ux. 
(2) the language of the former Regulations 
that “medical care” includes “amounts paid 
for accident or health insurance” and “pay- 
ments for hospitalization insurance,” and 
(3) the language of the government booklet 
accompanying Form 1040 for 1954 and 
earlier years that “premiums on health and 
accident insurance, and hospital or medical 
insurance” are deductible.” 


However, the more comprehensive 1954 
government pamphlet™ states: 


“A taxpayer may deduct premiums paid 
for accident and health insurance which 
provides that he shall be indemnified for 
the cost of medical care, but he may not 
deduct as medical expense the premium on 
health and accident insurance, or payments 
to a fund for the purpose of unemployment 
compensation disability benefits, which in- 
demnifies him solely for loss of earnings.” 


One possible interpretation of this lan- 
guage is that premiums paid under a con- 
tract providing only for disability benefits 
(with no accident, medical, surgical or 
hospitalization benefits) are not deductible 
as medical expenses, but that under a 
combination policy providing weekly dis- 
ability benefits in addition to accident, medi- 
cal, surgical or hospitalization benefits the 
total premium would be deductible as medical 
expenses. In other words, the above-quoted 
language can be construed as providing 
that the premiums on all accident and 
sickness insurance policies would be de- 
ductible, except in those cases where the 
policy provides only disability benefits. On 
the other hand, the following language in 
the same pamphlet does not appear to be 
consistent with that interpretation: 

“Frequently a taxpayer pays a premium 
for accident and health insurance providing, 
among other things, for benefits with re- 


ent, but only its character. It is clearly allow- 
able as an item of total expenditure for medical 
expenses under Section 23(x), Internal Revenue 
Code’’ of 1939. 


® Regs. 118, Sec. 39.23(x)-1. 


” ‘How to Prepare Your Income Tax Return 
on Form 1040 for 1954,"" p. 13. Identical lan- 
guage is contained in the corresponding pamph- 
let applicable to 1953 returns under the 1939 
Code. 

"TI. R. S. Publication No. 17, ‘‘Your Federal 
Income Tax—1954 for Individuals,’’ p. 120. 
Identical language is contained in the corre- 


sponding pamphlet applicable to 1953 returns 
under the 1939 Code. 
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spect to loss of earnings due to accident 
or illness. Later, he pays medical expenses, 
and receives, during the same year, pay- 
ments which represent, in part, indemnifica- 
tion solely for the loss of earnings and, in 
part, reimbursement for the cost of the 
medical care. 


“The premium paid for insurance protecting 
him against loss of earnings was not de- 
ductible as a ‘medical expense’. The amount 
received for the loss of earnings has no 
relation to the amount paid for medical 
care, and since the premium was not de- 
ductible as ‘medical expense’, the indemnifica- 
tion for loss of earnings need not be used as 
an offset against the medical expense. [Italics 
supplied. } 


“However, the reimbursements for the 
cost of medical care reduce his otherwise 
allowable deduction on account of medical 
care. Accordingly, the amount received as 
reimbursement for such cost should be off- 
set against or subtracted from the medical 
expense paid for that year in determining 
the allowable medical expense deduction.” ” 


The case of Robert O. Deming, Jr.," may 
have furnished the basis for these last- 
quoted statements, although I do not know 
that this was actually the case. Thus, the 
government has some grounds for a posi- 


tion that, since weekly disability benefits 
need not be set off against medical ex- 
penses, that portion of the taxpayer’s pre- 


benefits should 
deductible medical 


miums allocable to such 
not be considered as 
expenses. If, however, it were to be con- 
cluded that his premiums for disability 
benefits are deductible as medical expenses 
under a policy which provides for dis- 
ability benefits in addition to accident, medi- 
cal, surgical or hospitalization benefits, then 
any amounts received by the taxpayer as 
disability benefits might have to be set off 
against his actual medical expenses. 


A revenue ruling™ interpreting the 1939 
Code provisions for deduction of accident 
and sickness premiums as medical expenses 
was issued in 1953, as follows: 


“Accordingly, it is held that the amount 
of annual premium paid for the accident 
and health insurance which does not pro- 
vide reimbursement to the insured for 
medical expenses does not constitute a 
proper deduction under Section 23(x) of 
the Internal Revenue Code.” 

™ Work cited at footnote 71, at p. 123. Nearly 
identical language is contained in the corre- 


sponding pamphlet applicable to 1953 returns 
under the 1939 Code. 
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But, as will readily be seen, even this 
ruling was not without ambiguity. Thus, in 
a final effort to eliminate this ambiguity, 
Revenue Ruling 55-261 was issued in 1955 
construing the 1939 Code as follows: 


“Section 23(x) of the Code provides that 
in computing net income there shall be 
allowed expenses, not compensated for by 
insurance or otherwise, for medical care 
of the taxpayer, his spouse, or his depend- 
ents, and that the term ‘medical care’, as 
used in that section, shall include amounts 
paid for accident or health insurance. In 
Robert O. Deming, Jr. v. Commissioner, 9 
T. C. 383, acquiescence C. B. 1948-1, 1, it 
was held that where the petitioner received 
payments under accidental insurance con- 
tracts, designated in part as indemnity for 
disability and in part as indemnity for 
hospitalization, etc., petitioner’s medical ex- 
pense was ‘compensated for by insurance’ 
within the meaning of section 23(x) of the 
Code only to the extent that he received 
insurance payments specifically designated 
as indemnity payments for hospitalization, 
etc. Following the reasoning of this deci- 
sion Revenue Ruling 19, C. B. 1953-1, 59, 
holds that ‘the amount of annual premium 
paid for accident and health insurance which 
does not provide reimbursement to the insured 
for medical expense does not constitute a 
proper deduction under section 23(x) of the 
Internal Revenue Code’. (Italics supplied.) 
This language appearing in Revenue Ruling 
19, supra, is not to be construed as meaning 
that the total premium paid for accident 
insurance which does provide in part for 
medical benefits is to be considered de- 
ductible entirely as a medical expense. Since 
only that portion of the policy covering 
benefits which reimburse the insured for 
medical expense reduces his otherwise al- 
lowable medical deductions under section 
23(x), only that part of the premium paid 
by the taxpayer which is attributable to 
the medical benefits of such policy may be 
considered a deductible medical expense. 


“Accordingly, in the case of a single, 
specified premium paid annually or other- 
wise on a policy which provides for both 
accident indemnities and reimbursement for 
medical expense resulting from such accident, 
only that portion of the premium attributable 
to the medical benefits of the policy is de- 
ductible as medical expense under section 
23(x) of the Code.” 


™ Cited at footnote 7. See, also, I. T. 3967, 
1949-2 CB 33, and I. T. 3970, 1949-2 CB 28. 

™ Rev. Rul. 19, 1953-1 CB 359. 

™T. R. B. 1955-18, 18. 
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A similar result was reached in Revenue 
Ruling 55-331" in the case of insurance 
indemnifying against loss of, or loss of use 
of, a portion of the body, but not providing 
medical expense reimbursement, as follows: 


“Further, since the benefits available in- 
demnify the taxpayer against specified losses 
or bodily injuries and do not, in any way, 
reimburse him for any medical expenses, 
the premiums paid for the coverage do not 
constitute a proper deduction under section 
23(x) of the Code as an extraordinary medi- 
cal expense. Compare Rev. Rul. 19, C. B. 
1953-1, 59.” 


In view of these two revenue rulings I 
was not surprised to find in the official pam- 
phlet on “How to Prepare Your Income 
Tax Return on Form 1040 for 1955” that the 
language permitting a medical expense de- 
duction under Section 213 of the 1954 Code 
for “premiums on health and accident in- 
surance, and hospital or medical insurance” 
has been changed to “premiums on hospital 
or medical insurance” on page 12 thereof. 
Subsequently, in I. R. S. Publication No. 17, 
“Your Federal Income Tax for Individuals,” 
applicable to 1955 tax returns the following 
statement appeared: 


“Premiums on accident or health insur- 
ance policies providing for reimbursement 
for hospitalization, surgical fees, and other 
medical expenses are deductible as medical 
expenses. This also includes amounts paid 
for membership in an association furnish- 
ing cooperative or so-called free-choice med- 
ical service, or group hospitalization, and 
clinical care. However, premiums on poli- 


cies providing for reimbursement for loss 
of earnings are not medical expenses. If a 
policy provides for both types of reimburse- 
ment, an allocation of the premiums must 
be made and only that portion attributable 
to the coverage for medical expenses is 
considered a medical expense.” 


Thus, there appears to be no question now 
but that the Internal Revenue Service re- 
quires that only such portion of an accident 
and sickness insurance premium paid as is 
allocable to medical, surgical or hospital 
expense reimbursement can be deducted as 
expenses for medical care under said Sec- 
tion 213, although I believe that this con- 
clusion does great violence to the language 
of Section 213, and to the rule of the Jess 
H. Taylor case, above. In my opinion, this 
result should have been effected by statutory 
amendment instead of by ruling. In fact, 
there is some question in my mind as to 
whether the Treasury Department has the 
power to make rulings so inconsistent with 
the statute. Under these latest rulings, 
however, loss-of-earnings benefits (as well 
as dismemberment or other accident indemni- 
ties) need not be used to reduce deductible 
medical expenses. Thus, in those cases 
where the policy states one lump-sum 
premium without breakdown by types of 
coverage, the insurance companies can ex- 
pect to receive requests from taxpayers for 
calculation of the portion allocable to medi- 
cal, surgical and hospital expense reim- 
bursement only—at least until the Internal 
Revenue Service decides to abide by the 


clear language of the Code, as construed 
by the Tax Court. [The End] 


JUKE BOXES AREN'T FOR ENTERING 


By an ingenious chain of definitions, 
the City of Williamsport, Pennsylvania, 
managed to bring juke boxes under its 
power to tax sales of admission to 
amusements. The state supreme court 
upheld its ordinance in Fierro v. City 
of Williamsport (March 13, 1956). 

Outraged dissent was taken by Judge 
Michael A. Musmanno: “A juke box 
is not a structure into which a person 
can enter. It is not an enclosure. In 
the eyes and ears of many people, 
including the writer of this Opinion, 
a juke box confined to ‘jazz’ records 
may be a nuisance. It robs the air of 
sweet silence, it substitutes for the 
gentle concord of stillness the wail- 


ings of the so-called ‘blues singer’, 
the whinings of foggy saxophones, 
the screeching of untuned fiddles, the 
blasts of .head-splitting horns, and 
the battering of ear-shattering drums. 
It makes a mockery of music, it re- 
places harmony with cacophony, ton- 
ality with discord, and peace with 
annoyance. If the purpose of the City 
Council of Williamsport was to tax 
the juke box out of existence as a 
nuisance and an enemy to the general 
welfare of its population, it certainly 
had the authority under general police 
power to do that, but it could not, 
merely as a means of raising revenue, 
play havoc with the English language.” 





% TI, R. B. 1955-22, 14. 


Accident and Sickness Insurance 








Books 


Hearings on Low Income 


Low-Income Families (Hearings Before 
the Subcommittee on Low-Income Families 
of the Joint Committee on the Economic 
Report, Congress of the United States, 
Eighty-fourth Congress, First Session). 
Superintendent of Documents, United States 
Government Printing Office, Washington 
25, D. C. 1955. 757 pages. $2. 


The purpose of this study is to shed 
some light on the reasons why some seg- 
ments of our population are living at more 
or less permanently depressed levels of liv- 
ing. While it will probably always be true 
that some individuals cannot, for one rea- 
son or another, adequately support them- 
selves, there are many others who can be 
successfully assisted in their efforts to 
improve their productive capacity and level 
of living. Prior to the hearings (Novem- 
ber 18-23, 1955), Senator John Sparkman, 
chairman of the subcommittee, announced 
that attention would be focused on ways 
and means whereby members of the low- 
income group could be assisted in their 
efforts to improve their earning power. 


Within this general framework, the sub- 
committee’s scheduled hearings were di- 
rected toward the following topics: (1) 
the role of the federal government in pro- 
moting these goals; (2) the function and 
economic value of income-security measures, 
public assistance, vocational rehabilitation, 
and health programs; (3) the role of edu- 
cation and training programs in improving 
the earning capacity of the individual, and 
in breaking the cycle of self-perpetuation 
within the low-income group; (4) measures 
designed to reduce chronic labor surplus 
and underemployment areas. 


It is, of course, impossible to mention 
the names of all the distinguished men and 


women who took part in the meetings of 
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Of 
Interest 
to the Tax Man 


the subcommittee. Each submitted a com- 
plete statement, which was printed in full, 
and a discussion period followed. It is per- 
haps appropriate to mention briefly some 
of the opinions expressed by two men who 
Participated in the hearings, Mr. Solomon 
Barkin, director of research, Textile Workers 
of America, CIO, and Mr. Ewan Clague, 
commissioner of labor statistics, United 
States Department of Labor. 


Mr. Barkin believes that “the major 
remedy and cornerstone of a program 
aimed at eliminating low incomes " 
[are] higher wage rates for the underpaid 
and discriminated-against employees. The 
principal handicap or deterrent to higher 
earnings is not personal deficiencies in the 
vast proportion of cases but inadequate 
bargaining power induced by lack of employ- 
ment opportunities, immobility, and social, 
economic, and political restraints upon their 
ability to organize into unions to fight for 
more equitable wage levels. . . . Modern 
minimum-wage legislation and greater ad- 
ministrative support to workers’ efforts to 
organize will do much to reduce the cause 
of low incomes among millions of em- 
ployees. Legislative action through 
the Federal and State minimum-wage laws 
would help correct the substandard rates 
of pay. The National Labor Relations Act 
should be administered to insure greater 
protection for workers who seek organiza- 
tion. These two measures would do much 
to correct a major source of current sub- 
standard wages in the United States.” 


Mr, Clague’s statement includes the fol- 
lowing conclusions: 


“The problems of those low-income 
families which are headed by workers and 
potential workers are major responsibilities 
of the Department of Labor. . . . every 
aspect of the Department’s work has some 
implications for this group. There are 
programs designed to minimize economic 
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frictions and structural imbalances in the 
economy—the unemployment insurance system, 
the Federal-State Employment Service, the 
minimum wage, programs for migratory 
workers and older workers, and programs 
for workmen’s compensation. These must 
be carried on and strengthened. Work to- 
ward improving education and training is 
more than ever essential for students, young 
workers, and older workers requiring re- 
training. Barriers of discrimination in op- 
portunities for employment and advancement 
must be removed. We believe . . . that 
there should be added programs attacking 
structural unemployment in depressed in- 
dustrial areas, and in low-income agri- 
cultural counties. Further, there is need for 
research that will guide us in making better 
use of our resources in improving the pro- 
ductivity, incomes, and levels of living of 
disadvantaged workers and their families.” 


Subsequent to the hearings, at which 
more than 60 persons testified, the sub- 
committee published a report containing 
recommendations based upon the testimony 
that had been given. At the outset it was 
pointed out that, measured in constant 
(1948) dollars, one family in ten in the 
United States receives a real money income 
of less than $1,000, and slightly more than 
two families have a real income of less 
than $2,000. There was little change be- 
tween 1948 and 1954 in the number of 
lower-income families: Measured in terms 
of the 1948 price level, there were 9.4 mil- 
lion families with incomes under $2,000 in 
1954, compared to 9.6 million in 1948. 


The subcommittee does not believe that 
responsibility for constructive action in this 
area lies with the federal government alone. 
To meet the problems effectively will re- 
quire the concerted efforts of all segments 
of national life—all levels of government 
working with labor and management and 
private community groups and organizations. 


There are two groups whose economic 
status is below the level of adequacy: (1) 
individuals of family units with no mem- 
bers whose productive capacity could be 
raised significantly; and (2) individuals or 
families with members who can be aided 
in their efforts to increase their earning 
power. The subcommittee focused its at- 
tention on this latter group. 

Specific findings and recommendations 
were made in four general areas: (1) in- 
come security, public welfare, and health 
care; (2) educational and training oppor- 
tunities for the low-income population; (3) 
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aid to economically depressed rural and 
industrial areas; (4) administrative and re- 
search needs. 


New Proxy Rules 


Proxy Rules of the Securities and Exchange 
Commission — 1956. Commerce Clearing 
House, Inc., 4025 West Peterson Avenue, 
Chicago 30, Illinois. 1956. 32 pages. $1. 


This volume is published for all concerned 
with the solicitation of proxies for share- 
holders’ meetings and the Securities and 
Exchange Commission’s Regulation X-14. 
It brings together the full text of proxy 
rules affecting securities listed and regis- 
tered on national exchanges, including the 
1956 amendments that tighten the require- 
ments governing contests for election or re- 
moval of directors. Some principal changes 
in the 1956 revision affect the rules govern- 
ing the company’s annual report to share- 
holders; the filing of speeches, press releases, 
radio and television scripts; documents or 
materials relating to solicitation; and the 
mailing of communications for opposing 
stockholders’ groups. 


Private Foundations 


Philanthropic Foundations. F. Emerson 
Andrews. Russell Sage Foundation, New 
York, New York. 1956. 459 pages. $5. 

Philanthropic Foundations describes the 
various types of foundations now in exist- 
ence, with estimates of their assets and 
current expenditures. It discusses the legal 
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forms they may take, problems of tax ex- 
emption, the handling of investments, and 
the composition of boards of trustees. Op- 
erating policies are compared, with many 
specific examples, and the processing of 
grants is traced from original submission 
through screening and evaluation, appro- 
priation, and eventual follow-up. The vari- 
ous fields of present foundation activity are 
individually treated, with an attempt to 
indicate recent changes in the flow of 
foundation funds. 


A section on reporting and publicity is 
based upon examination of the reports of 
the slightly more than 100 foundations 
known to publish annual or biennial reports. 
Strong recommendations are made for im- 
provement in this area. A separate chapter 
reports a special study of foundation con- 
tributions to scientific research and develop- 
ment in the United States, undertaken in 
cooperation with the National Science 
Foundation. 


In the chapters dealing with the actual 
making of grants, which is, after all, the 
practical day-to-day business of philan- 
thropic foundations, the author goes into 
great detail explaining such aspects of the 
procedure as the guiding of the applicant, 
forms of submission, rejection of the unsuit- 
able, preliminary screening, preparation of 
projects for board consideration, and ad- 
ministering a grants program through all 
its phases and problematical situations. 


The Russell Sage Foundation, publisher 
of this book, was established in 1907 by 
Mrs. Russell Sage “for the improvement of 
social and living conditions in the United 
States of America.” Publication under the 
imprint of the foundation does not imply 
agreement by the organization with all 


opinions or interpretations expressed. It 
does imply that care has been taken that the 
work on which a manuscript is based has 
been thoroughly done. 


Profit Sharing 


Pre-severance Benefits in Deferred Profit 


Sharing. J. J. Jehring. Profit Sharing Re- 
search Foundation, 1718 Sherman Avenue, 


Evanston, Illinois. 1956. 89 pages. $3. 


This study is concerned only with deferred- 
type profit-sharing plans; and, in those plans, 
it is concerned only with certain provisions 
which have to do with the loan of money 
from the fund by members of the plan and 
with the withdrawal of money from the fund 


while the members still retain their employ- 
ment relationship with the company. It con- 
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cerns itself with the loan and withdrawal 
provisions in some 118 profit-sharing plans 
and with the experience of the sponsoring com- 
panies with these provisions, During the last 
few years the passage of the social security 
laws and the growth of pension funds have 
thrown the spotlight on the retirement income 
aspect of the deferred profit-sharing plans. 


The author includes in this study plans 
installed under differing circumstances and 
with different objectives, as is shown by the 
sharply greater preseverance payments in 
some cases, presumably where retirement in- 
come objectives were considered unimportant. 

Those companies with plans providing no 
loan or preseverance withdrawal privileges 
which desire to enhance the evaluation of 
their profit-sharing plan and increase the 
partnership feeling among their younger em- 
ployees will find interest and encouragement 
in the experience of the companies surveyed. 


Other companies with plans embodying 
unrestricted preseverance payments may be 
led to consider plan revisions that would add 
new or fortify existing retirement income 
requirements without withdrawing the more 
essential and valued preseverance benefits. 


Civil Procedure 


American Civil Procedure. William Wirt 
Blume. Prentice-Hall, Inc., Englewood Cliffs, 
New Jersey. 1955. 432 pages. 


This casebook is an analysis of substan- 
tive law for procedural purposes. First, 
all types of relief available in the courts 
are identified and classified. Second, the 
substantive conditions, legal and factual, 
on which each type of relief may be ob- 
tained, are identified and classified. After 
a particular claim for relief is analyzed in 
this manner, it is necessary to consider the 
procedural steps that must be taken to show 
to a court that all substantive conditions of 
the relief sought have been met. An im- 
portant use of this analysis is to show the 
relationship that exists between procedural 
and substantive law. It should be noted, 
however, that many procedural conditions 
of relief can be understood without refer- 


ence to substantive law. 


The procedural conditions dealt with in 
this book, while not related to substantive 
conditions of relief, are discussed in rela- 
tion to the specific types of relief identified 
and classified. As a part of this study a 
digest was made of all statutes and court 


rules regulating pleading, joinder, and judg- 
ment record. 
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Attorneys v. Accountants 


This is a review of ‘Accountants in 
Treasury Practice: The Department Reg- 
ulations Should Adopt the Bercu Rule,”’ 


by Reuben Clark, Jr. George Washing- 
ton Law Review, March, 1956. 


The author is engaged in legal practice 
in Washington, D. C. 


Attorneys and accountants have long 
tilted over the issue of whether an enrolled 
Treasury agent who is not an attorney can 
lawfully represent a taxpayer before the 
Treasury Department although his activities 
may, under state law, constitute the “prac- 
tice of law.” Recent state court decisions, 
which are studied in the article, have pro- 
vided varying interpretations of this issue. 

Regulations governing practice before the 
Treasury Department are set forth in De- 
partment Circular 230 (31 CFR Subtitle A, 
parts 10 and 13). The regulations qualify 
for practice before it attorneys, certified 
public accountants and other persons of 
professional competence. All enrolled agents, 
including nonlawyers, are specifically em- 
powered to deal with matters of law in 
handiing “all matters” involved in present- 
ing a client’s case to the Department. There 
are only two limitations, both contained in 
Section 10.2(f) of Circular 230: (1) non- 
lawyers are not permitted to prepare con- 
veyances transferring title to property or to 
advise clients as to the legal sufficiency of 
such conveyances; (2) by. express language 
“nothing in the regulations in this part shall 
be construed as authorizing persons not 
members of the bar to practice law.” 

After this article had gone to press in 
the law review, the Treasury Department 
issued a statement interpreting Section 10.2 


of Circular 230 (21 FR 833 (February 7, 
1956)). This clarification, discussed later 
Articles 


Dige:ts and Comments 


from Other Periodicals 
ee « Staff Prepared 





herein, shoula help to restore uniformity of 
interpretation by state courts and should 
guarantee the right of accountants to “prac- 


tice law” before ihe Treasury Department. 


One cf the state court decisions studied 
in the article is In re Bercu, 273 App. Div. 
425, 78 N. Y. S. (2d) 209 (First Depart- 
ment, 1948), reversing 188 Misc. 406, 69 
N. Y. S. (2d) 730 (S. Ct., 1947), affirmed 
without opinion, 299 N. Y. 728, 87 N. E. 
(2d) 451 (1949). In this decision, the New 
York court set forth the rule that account- 
ants may “practice law” as an incident to 
their regular practice on behalf of their 


regular clients, but not for others who may 
come to them for essentially a special 
knowledge of law. This would stringently 
restrict the right of enrolled accountants to 
hold themselves out to the public as “tax 
experts” or “tax consultants.” The article 
advocates that the Treasury Department 
adopt this rule. 

Another state court decision analyzed is 
Agran v. Shapiro, 127 Cal. App. (2d) 807, 
273 Pac. (2d) 619 (1954). It was this case, 
probably more than any other, which brought 
about the recent Treasury statement for, 
according to the article, if followed, the 
Agran decision would have sharply circum- 
scribed the existing right of accountants to 
practice before the Department. 

The Agran case dealt with an enrolled 
Treasury agent, a certified public account- 
ant, employed to make out a tax return, 
who handled a net operating loss carry-back 
adjustment through the various administra- 
tive stages of the Treasury Department 
until the carry-back was eventually adminis- 
tratively allowed. In defense against his 
suit for his fee, it was asserted that he had 
been thus engaged in the unauthorized 
practice of law. The California court held 
that he was so engaged and, therefore, could 


not collect his fee. The court 


interpreted 
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the specific proviso contained in Section 
10.2(f) that “nothing in the regulations in 
this part shall be construed as authorizing 
persons not members of the bar to practice 
law” to mean that no enrolled agent could, 
in his activity before the Treasury Depart- 
ment, give advice with respect to difficult 
questions of law, if this constituted unlawful 
practice under state law. On remand, the 
trial court held that “. all service per- 
formed by the accountant from the time of 
his first conference with the Treasury De- 


partment constituted the practice of 
law for which services must be denied.” 
That the Treasury Department considers 


the California courts to be out of line is 
evident in its recent statement, which is 


quoted in part: “Congress has given the 
Treasury Department the responsibility of 
regulating practice before the Department. 
It is the intention of the Department 
that all persons enrolled to practice before 
it be permitted to fully represent their 
clients before the Department .. . . It is not 
the intention of the Department that this 
second proviso [dealing with the unauthor- 
ized practice of law] should be interpreted 
as an election by the Department not to 
exercise fully its responsibility to deter- 
mine the proper scope of practice by enrolled 
agents and attorneys of the Department.” 


Estate Tax Explained 


This is a review of ‘The Federal Death 
Tax and How to Live with It,”’ by 
Joseph D. Garland and James L. Gar- 


rity. St. John's Law Review, December, 
1955. 

Mr. Garland is associate professor of 
law, St. John's University School of 
Law; Mr. Garrity is instructor in taxa- 
tion, Seton Hall University School of 
Law. 


In this article, the authors compare the 
estate tax sections of the 1954 Code with 
the corresponding sections of the 1939 Code. 
The authors start from the premise that 
there is no comprehensive definition of the 
term “gross estate” in the 1954 Code, There- 
fore, in order to ascertain what is properly 
includable in the gross estate, they adopt 
a section-by-section approach. By indicat- 
ing pertinent sections of the 1954 Code as 
“substantially unchanged” from their coun- 
terparts in the 1939 Code, the authors have 
pointed out that the regulations, rulings and 
court decisions under the 1939 Code provi- 
sions retain their value. 

The comments of the authors following 
the explanations of most sections should be 
of great value to the general practitioner 
who may find himself somewhat befuddled 
by the statutory language. 


INCOME AND PROPERTY OF DECEDENTS AND THEIR ESTATES— 
Continued from page 362 


factors. Therefore, the $45,000 value must 
have been largely applicable to the de- 
cedent’s “right to” a share of the future 
profits of the business. The court, very 
properly, did not contend that the future 
profits had somehow accrued at the de- 
cedent’s death, either because he had a 
“right to receive” them (which he did not 
have) or because they represented “the 
fruits of his efforts” or anything else. The 
court, very properly, held that the right to 
the future profits was a “valuable asset” 
that could be recovered tax free from the 
future profits of the business to the extent 
of the value of $45,000 for that asset (all 
contrary to the Remington decision). 


However, the above conclusion was reached 
only because there were tangible assets in 
the business—worth some $4,500 of which 


380 


May, 1956 @ 


the decedent’s share was apparently about 
$2,250—but the partnership did not own 
them. The fact that the partners owned 
part of the real estate that was used in the 
business did not make that real estate a 
partnership asset. The partnership was 
merely a tenant and paid rent for that prop- 
erty. At any rate it would seem to follow 
that if a law firm built some cabinets into 
the wall of its rented office, then a partner 
could recover a similar $45,000 tax free. 
Otherwise, he could not. It is difficult to 
understand how the share of the future 
profits became “a valuable asset” solely 
because of the existence of some $2,250 
(more or less) of insignificant assets in the 
business and how such “a valuable asset” 


would suddenely have vanished into thin 
air, if those insignificant assets had never 
existed. [The End] 
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Budget for 1956... 


Pension of Former United States 
Government Employee Taxable 


Canadian Tax Letter 


New Budget and Proposed Changes 
Budget for 1956 indicates no tax relief. 


The 1956 budget is based on a forecast of 
$28 billion gross national product for 1956, 
and as estimated expenditures for the com- 
ing fiscal year will exceed $4.5 billion, tax 
relief, even in a minor amount, is out of the 
question. Corporate and personal income 
tax rates will remain as they now are. How- 
ever, certain changes in the exemptions will 
have some effect on the sales and excise 
taxes, but there is to be no reduction in the 


general 10 per cent sales tax rate. 


Proposed changes 


The finance and revenue departments, 
pursuant to a general review of pension 
plan tax deductions, are revising the general 
instructions regarding approval of pension 
plans. Capital gains and capital losses re- 
sulting from investment portfolio transac- 
tions will be excluded from the computation 
of the taxable portion of allocations under 
this plan. The dividend element in the in- 
come allocation to a member is to be recog- 
nized for the dividend tax credit, and if a 
plan member does not have an unconditional 
right to receive the amounts allocated to 
him in the first three years of the plan’s 
operation, his tax liability, as to these allo- 


cations, will be postponed. 


You might remember the Griffith decision 
(54 DTC 470), which disallowed as expense 
deductions the amount spent to attend con- 
ventions. Well, the harshness of this deci- 
sion is to be somewhat alleviated in that 
the doctors and lawyers who attend conm- 
ventions may deduct the cost of attending 
two per year and these must be conventions 


held in Canada. 


Another important decision is to be in- 
corporated into regulations. In the case of 


Canadian Tax Letter 


Home Oil Company, Ltd. v. Minister of Na- 
tional Revenue, 55 DTC 1148, an oil producer 
was entitled, under regulations of 1949 and 
1950, to.compute a depletion allowance on 


the profits from individual wells which were 
operating at a profit rather than on the total 


income of all of the producer’s operations. 
Then, in 1951, the taxing authorities amended 
the regulations to base the allowance of 
profits minus the loss arising from all of the 
producer’s wells. However, this amendment 
did not provide for the deductions for 
drilling or other expenses incurred in con- 
nection with dry holes. The proposed 
amendment to the regulations will limit the 
profit on which the depletion allowance can 
be claimed to the producer’s net income 
from all oil and gas operations. 


United States Government Pension 
Held to Be Taxable 


Canada-United States Tax Convention 


construed by the Income Tax Appeal 
Board. 


A recent case involved the question of 
whether the pension received by a retired 
United States Government employee resid- 
ing in Canada was taxable. The Income 
Tax Appeal Board ruled that the pension 
was taxable. 


The taxpayer had objected to the taxing 


of his annuity on the ground that if he 
had still been residing in United States 
territory, he would not have been taxed 
until the total sum he had contributed to 
the annuity had been repaid. The board, 
however, in construing the Canada-United 
States Tax Convention, declared that provi- 
sion is made for the exemption from taxa- 
tion of such annuities in the United States 


but not in Canada—Apgar v. Minister of 
National Revenue, 56 DTC 132. 
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Tax=-Wise 


Meetings of Tax Men 


National Association of Tax Adminis- 
trators.—The twenty-fourth annual meet- 
ing of the National Association of Tax 
Administrators will be held at the Statler 
Hotel, Cleveland, Ohio, Wednesday through 
Saturday, May 30-June 2, 1956. A precon- 
ference reception will be held on Wednesday 
afternoon; there will be general conference 
sessions on Thursday and Friday mornings; 
section meetings will be held on Thursday 
and Friday afternoons; and the program 
will close with a combined general session 
and business meeting on Saturday morning. 

Reservation information may be obtained 
by contacting Charles F. Conlon, executive 
secretary of the association, at 1313 East 
60th Street, Chicago 37, Illinois. 


Tax Executives Institute, Inc—New York 
Chapter.—Principal speaker at the annual 
dinner meeting of the New York Chapter, 
Tax Executives Institute, Inc., will be Karl E. 
Mundt, United States Senator from South 
Dakota. The meeting will be on May 10 at the 
Waldorf-Astoria Hotel, New York City. For 
tickets ($20), write to William H. Gilzinger, 
Room 1020, 260 Madison Avenue, New York 
16, New York. 

—Indiana Chapter.—The monthly dinner 
meeting will take place on Tuesday, May 
15, at the Marott Hotel, Indianapolis. 
E. R. Long will speak on the topic “Estate 
and Gift Taxes.” Mr. Long is manager of 
Ernst & Ernst, Indianapolis. 


State Tax News 


Alabama.—An attorney general’s opinion 
of March 9 rules that, in order to be eligi- 
ble for the exemption as “head of a family,” 
a taxpayer must fulfill five requirements 
prescribed by the department of revenue in 
its regulations. He has to furnish his em- 
ployer with an affidavit concerning these 
facts, and the employer may thereupon 
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grant him the status of “head of a family.” 
The conditions which he must meet are as 
follows: (1) actual support, (2) mainte- 
nance of the home, (3) the right to exer- 
cise family control, (4) actual relationship 
by blood, marriage or adoption, supported 
by legal or moral obligation and (5) actual 
dependence of the person claimed as a de- 
pendent, not mere economic convenience. 


California—Senate-passed A. B. 2 ex- 
empts public pensions from _ inheritance 
taxes. The exemption applies to any right 
accruing to anyone under a public retire- 
ment system. 


Illinois—Twenty-four more cities have 
been added to the official list of those which 
impose a municipal retailers’ occupation tax, 
making a total of 720 such municipalities. 


Maryland.—It is held—by a letter of the 
Comptroller General of the United States, 
dated February 29, 1956—that a federal 
employee regularly employed in the State 
of Maryland, but not a resident of that 
state, is subject to the Maryland withhold- 
ing tax. Although the act which authorized 
such withholding did not specifically allow 
withholding from nonresident federal em- 
ployees, the Executive Order issued pur- 
suant to the act stated that the states could 
withhold regardless of the residence of the 
employee. A reference to this order in the 
agreement entered into with Maryland is 
held to be sufficient to allow such with- 
holding, even though the agreement itself 
did not mention nonresidents. 


Massachusetts.—The filing date for em- 
ployer information returns has been fur- 
ther extended, from April 15 to June 15, 
by the Massachusetts Tax Commission. This 
extension does not apply to taxpayers’ re- 
turns of their own incomes, which were 
due on April 15. 


Mississippi.—By the terms of H. B. 752, 
approved April 5, Mississippi has levied a 
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mileage tax on private commercial carriers 
operating on its highways to backstop exist- 
ing sales, use and wholesale compensating 
taxes. The tax rates range from 15 mills 
per mile for commercial vehicles having a 
gross weight of five tons or less to 37 mills 
per mile for commercial vehicles over 26 
tons. 


New York.—The governor approved 
S. 3465 on April 6, adding Section 351-h 
to the tax law. It provides that all taxes 
imposed by the article for which returns 
are required for calendar year 1955 and 
fiscal years or periods of less than one year 
ending during calendar year 1956 are re- 
duced by 15 per cent of the first $100 of 
such tax and 10 per cent of the next $200. 
Taxes will be computed as if the reduction 
had not been made; the amount of reduc- 
tion will be allowed as a claim against 
taxes so computed. 


Employers of nonresidents are authorized 
to refund to such employees the amount of 
reduction in each case. 

Spouses with separate incomes may each 
take advantage of the reduction by filing 
separate returns.‘ The department of tax- 
ation and finance has noted in its statement 
that the maximum reduction to be claimed 
on a joint return would be $35. Spouses 
with separate incomes, by filing separately, 
may each be able to claim a reduction up 
to that amount. 


City Tax Calendar .. 


June 15—Ariszona: Phoenix business privi- 
lege tax reports and payment due. Colo- 


tax reports and 
payment due. Ohio: Cincinnati declara- 
tion of estimated corporate income tax 
and first installment due; Cincinnati dec- 
laration of estimated personal income tax 
and first installment due; Columbus cor- 
porate income tax second installment (esti- 
mated) due; Columbus personal income 
tax second installment (estimated) due; 
Youngstown corporate income tax second 
installment (estimated) due; Youngstown 
personal income tax second installment 
(estimated) due. Pennsylvania: Erie em- 
ployer withholding reports and payment 
due; Erie personal income tax second in- 
stallment due; Erie School District income 
tax second installment due; Harrisburg 
mercantile license tax reports and pay- 
ment due; Pittsburgh estimated income 
tax second installment due; Scranton in- 
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rado: Denver sales 


Other approved senate measures grant 
limited exemptions for medical expenses, 
the aged and blind, and working women or 
widowers (for care of certain dependents). 


Ohio.—A special legislative session may 
be necessary, according to Governor Lausche, 
to recoup some $12 million in estimated losses 
to local governments resulting from a United 
States Supreme Court decision (Society for 
Savings in the City of Cleveland v. Bowers) 
invalidating state taxation of federal securi- 
ties held by Ohio financial institutions. 


Pennsylvania.—H. B. 2101 would make 
the following changes in the selective sales 
and use tax act: 

(1) The tax would apply to the purchase 
or use of property by the commonwealth 
and its political subdivisions or public au- 
thorities. (2) Live animals, fish and birds, 
when purchased for human consumption, 
would be exempt. (3) After June 30, 1956, 
licensees would no longer be allowed a 
credit against the tax due for expenses in 
collection. 


Texas.—According to the Texas Court of 
Appeals, Third Supreme Judicial District, 
the value of relocated and reconstructed 
railroad lines which represents an increase 
in total valuation constitutes an increase in 
“surplus” subject to franchise taxation.— 
Fulgham v. Gulf, Colorado & Santa Fe Rail- 
way Company, March 7, 1956. 


come tax third installment due; Scranton 
School District estimated income tax sec- 
ond installment due. 


June 20—Louisiana: Baton Rouge sales and 
use tax reports and payment due; New 


Orleans sales and use tax reports and 
payment due. New York: New York City 
sales and use tax reports and payment 
due. 


June 25—New York: New York City con- 
duit company tax reports and payment 
due; New York City public utility excise 
tax reports and payment due. 


June 30—Ohio: Cincinnati employer with- 
holding reports and payment due; Day- 
ton employer withholding reports and 
payment, if more than $100, due. Penn- 
sylvania: Erie School District withholding 
tax reports and payment due; Philadelphia 
personal property taxes delinquent. 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: June 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. 


ARIZONA: June 4—Property reports from 
railroad, telegraph and telephone com- 
panies due. June 15—Corporate income 
tax second installment due. 


DELAWARE: June 30—Foreign corpo- 


ration annual reports due. 


GEORGIA: June 15—Corporate income 
tax second installment due.—Personal 
income tax second installment due. 


IDAHO: June 20—Property tax semian- 
nual installment delinquent. 


ILLINOIS: June 1—Personal property 
tax reports and payment due (last day). 
—Property tax semiannual installment 
from private car lines due.—Real property 
tax semiannual installment due. 


IOWA: June 4—Property reports from 
freight line and equipment companies due. 


KANSAS: June 20—Property tax second 


installment due. 


KENTUCKY: June 30—Domestic and for- 
eign corporation annual statement of process 
agent due.—Foreign corporation statement 
of existence due. 


LOUISIANA: June 15—Income tax re- 
ports and payment from foreign corpora- 
tions having no office in Louisiana due. 


MAINE: June 1—Franchise reports due. 
MARYLAND: June 15—Estimated income 


tax second installment due. 
MASSACHUSETTS: June 20—Corporate 


franchise (income) tax payment from 
utilities due. 


MICHIGAN: June 30—Public utilities tax 
first installment due. 
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MINNESOTA: June 30—Property reports 
due (last day). 


MISSISSIPPI: June 15—Corporate income 
tax second installment due.—Personal in- 
come tax second installment due. 


MISSOURI: June 1—Property reports due. 
MONTANA: June 15—Income (corpora- 


tion license) tax due. 


NEBRASKA: June 1—Property reports 
from car companies, other than sleeping 
car companies, and from air carriers due. 


NEW JERSEY: June 15—Franchise tax 
from railroad companies due. 


NORTH CAROLINA: June 15—Corpo- 
rate income tax second installment due. 
—Personal income tax second installment 
due. 


OHIO: June 20—Property tax semiannual 
installment from public utilities due.— 
Real property tax semiannual installment 
due. 


OKLAHOMA: June 15—Bank excise (in- 
come) tax second installment due.—Cor- 
porate income tax second installment due. 
—Personal income tax second installment 
due. 


SOUTH CAROLINA: June 15—Bank in- 
come tax second installment due.—Cor- 
porate income tax second installment due. 
—Personal income tax second installment 
due. 

SOUTH DAKOTA: June 1—Property re- 
ports from railroad, telegraph and tele- 
phone, sleeping car, light, power, heating, 
water, and gas and pipeline companies 
due. June 30—Property reports due (last 
day). 

TEXAS: June 30—Property tax second in- 
stallment due. 


UTAH: June 15—Excise (income) tax sec- 
ond installment due. 


VERMONT: June 15—Personal income 
tax second installment due. 


VIRGINIA: June 1—Corporation income 
tax due. 
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Federal Tax Calendar 


June 15—— 


Due date for payment of second quarter 
of 1956 estimated tax by individuals 
(except farmers). If declaration is filed 
for the first time, one third of estimated 
tax is due. (Code Sections 6073 and 
6153.) Form 1040-ES. 


Due date for payment by corporations of 
second half of income taxes due for 
calendar year 1955. 

Last day to file calendar year 1955 income 
tax returns in the case of nonresident 
alien individuals who did not have 
wages subject to withholding at the 
source under Code Section 3402 and 
nonresident foreign corporations. (Code 
Sections 6012(a) and 6072(c).) 

Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, (2) employees’ 
tax deducted under Section 3102 and 
(3) employer’s tax under Section 3111] 
where, during the preceding month, the 
aggregate of such amounts exceeded 
$100. If an employer pays wages to 
agricultural labor subject to taxes under 
(2) and (3) above, he will make a sepa- 
rate computation for this group to de- 
termine whether the $100 minimum has 
been exceeded. (Regulations 120, Sec- 
tion 406.606.) Form 450 (depositary 
receipt). 

Monthly information return of stockhold- 
ers and of officers and directors of for- 
eign personal holding companies due 
for May. (Code Section 6035.) Form 
957. 

Due date for delivery to local director of 
internal revenue, by stamp depositaries of 
the United States, of requisitions for all 
stamps purchased during the preceding 
month, with statement showing stamps 
on hand at beginning and end of such 
month and stamps sold during that 
month. Payment also due for proceeds 


of sales of stamps sold during preced- 
ing month. (Regulations 71, Section 
113.142.) 


Due date, by general extension, of returns 
for the calendar year 1955, in the case 
of (1) foreign partnerships, (2) foreign 
corporations which maintain an office 
or place of business in the United 
States, (3) domestic corporations which 
transact their business and keep their 
records and books of accounts abroad, 
(4) domestic corporations whose prin- 
cipal income is from sources within 
the possessions of the United States 
and (5) American citizens residing or 
traveling abroad, including persons in 
the military or naval service on duty 
outside the United States. (Code Sec- 
tions 6081 and 6151; Regulations 118, 
Section 39.53-3(a).) Forms: (1), Form 
1065; (2)-(4), Form 1120; (5), Form 
1040. 


June 29—— 


Last day for Commissioner to act on 
application for a tentative carry-back 
adjustment which was filed with cor- 
poration return for calendar year 1955. 


June 30—— 


Due date for payment of the following 
excise taxes for May to the Federal 
Reserve Bank or an authorized deposi- 
tary, if such taxes reportable for May 
exceeded $100; taxes on safe deposit 
boxes; transportation of oil by pipe- 
line; telephone, telegraph, radio and 
cable messages and services; transporta- 
tion of persons; admissions, dues and 
initiation fees; gasoline, lubricating oils 
and matches; sales by manufacturers, 
including sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailer; manufacture of sugar; trans- 
portation of property; and diesel fuel 
(Regulations 477.4.) Form (de- 
positary receipt). 


537 








~ n 
\ opimor 
ghlight 


Each Volume: 
about 300 cases, 
700-1000 pages, 

6%" x 9%", durable 
black binding, 
gold stamped. 


* 


@ Time-Saving—only federal tax cases are reported; in one source all 


the “living” federal tax case law 
@ Space-Saving—ciear, readable type; but elimination of blank page 


areas means compactness 
@ Money-Saving—reproduced from CCH's Federal Tax Reports, no “mid- 


diemen's profits,’ means !ow price for essential tax decisions 


Write for Complete Details 
of Attractive Subscription Plan! 


COMMERCE, CLEARING, HOUSE, INC. 

PUBLISHERS OF TOPICAL LAW REPORTS 
Crrcaco 30 New You« 36 WAshinaron 4 

4028 W PETEHsONW Ave S22 Fir tm Ave 1329 © Greeer N Ww 








